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7(a)  BUSINESS  LOAN  PROGRAM 


THURSDAY,  MAY  18,  1995 

United  States  Senate, 
Committee  on  Small  Business, 

Washington,  D.C. 
The  Committee  met,  pursuant  to  notice,  at  9:38  a.m.,  in  room 
628,  Dirksen  Senate  Office  Building,  the  Honorable  Christopher  S. 
Bond  (Chairman  of  the  Committee)  presiding. 

Present:  Senators  Bond,  Burns,  Bennett,  Warner,  Bumpers,  and 
Wellstone. 

OPENING  STATEMENT  OF  THE  HONORABLE  CHRISTOPHER  S. 
BOND,  CHAIRMAN,  COMMITTEE  ON  SMALL  BUSINESS,  AND  A 
UNITED  STATES  SENATOR  FROM  MISSOURI 

Chairman  Bond.  The  United  States  Senate  Committee  on  Small 
Business  hearing  is  called  to  order. 

Good  morning.  I  thank  all  of  you  for  attending  today's  hearing. 
I  believe  that  our  ranking  member  will  be  along  shortly,  but  be- 
cause we  have  so  many  important  things  to  discuss  today,  we  are 
going  to  go  ahead  and  begin  in  order  to  enable  us  to  allow  the  wit- 
nesses to  make  their  statements  and  have  questions  and  answers. 

We  have  discussed  with  the  witnesses  keeping  their  oral  state- 
ments shorter  than  the  written  statements.  We  will  accept  the  full 
written  statements.  Those  will  be  made  part  of  the  record.  We  will 
look  forward  to  following  up  in  questions  and  answers  on  the  im- 
portant points  you  highlight. 

We  are  holding  this  meeting  here  today  not  just  to  test  whether 
the  members  of  the  Committee  were  sufficiently  flexible  to  find  a 
different  room,  although  it  apparently  has  foiled  several  of  them. 
We  felt  that  there  would  be  such  interest  in  this  hearing  that  we 
needed  to  have  the  additional  space. 

We  are  going  to  hear  testimony  this  morning  from  the  Small 
Business  Administration  and  from  a  representative  sample  of  the 
private  sector  partners  in  the  delivery  of  SBA's  most  popular  and 
effective  program,  the  7(a)  Business  Loan  Program.  The  7(a)  pro- 
gram assists  small  businesses  and  entrepreneurs  in  obtaining  long- 
term  business  loans  that  would  otherwise  not  be  available  on  rea- 
sonable terms  from  banks  and  other  lenders. 

For  fiscal  year  1995,  it  is  estimated  the  Small  Business  Adminis- 
tration will  guarantee  close  to  56,000  loans  totaling  $7.8  billion. 
Prior  to  the  start  of  the  current  fiscal  year,  it  was  generally  under- 
stood that  the  budget  authority  available  for  the  7(a)  program 
might  not  meet  anticipated  demand  from  the  small  business  com- 
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munity.  Therefore,  it  was  not  surprising  that  before  the  end  of  the 
first  quarter  of  the  fiscal  year,  the  Small  Business  Administration 
was  running  out  of  its  quarterly  allocation  to  fund  the  program. 
0MB  advanced  funds  from  the  fourth  quarter  to  cover  the  shortfall. 

In  a  move  to  dampen  demand,  SB  A  lowered  the  guarantee  cap 
on  loans  from  $750,000  to  approximately  $375,000.  However,  dra- 
matically increased  demand  for  SBA's  LowDoc  program,  with  its 
simplified  approval  process  and  90-percent  guarantee  coverage, 
plus  a  new  pilot  program  introduced  by  SBA  this  year  to  encourage 
banks  to  make  loans  using  their  own  loan  documentation  has  put 
further  pressure  on  7(a)  availability. 

This  combination  of  new  programs  and  increased  general  de- 
mand from  the  small  business  community  led  SBA  recently  to 
throttle  back  the  program  a  second  time  by  placing  a  prohibition 
on  SBA  guarantees  for  refinancing  existing  loans.  I  am  not  sur- 
prised about  the  demand  from  the  small  business  community  for 
SBA-guaranteed  loans.  Long-term  financing  from  banks  for  small 
businesses  is  difficult,  at  best,  to  obtain. 

Even  in  today's  budget  climate  here  in  Congress,  there  is,  in  my 
view,  an  important  role  for  the  Federal  Government  to  play  in  en- 
couraging the  private  sector  to  make  small  business  loans  under 
circumstances  where  banking  regulations  and  other  factors  discour- 
age lenders  from  meeting  small  business  needs  for  financing.  Our 
challenge  on  this  Committee  is  to  structure  a  role  for  SBA  that  can 
gain  a  consensus  in  times  of  fiscal  restraint. 

In  recent  years,  the  growth  in  our  economy  has  come  from  small 
businesses.  Fifty-four  percent  of  America's  workforce  is  employed 
by  small  businesses,  which  generate  50  percent  of  the  gross  domes- 
tic product.  Over  the  past  decade,  for  every  person  laid  off  by  a 
large  U.S.  corporation,  five  new  jobs  have  been  created  by  small 
businesses.  During  a  period  of  corporate  restructuring  and  signifi- 
cant change  in  our  business  community,  many  small  businesses 
have  flourished,  and  their  success  has  added  to  our  Federal  tax 
base  and,  most  importantly,  is  adding  to  our  economy  in  the  cre- 
ation of  jobs. 

We  will  hear  testimony  today  about  the  need  to  build  a  strong 
foundation  under  the  7(a)  program  to  set  the  stage  for  us  to  design 
a  sensible  and  affordable  program  to  meet  long-term  demand  for 
small  business  financing.  Lenders  and  borrowers  alike  need  a  fi- 
nancing program  inside  SBA  based  on  three  basic  principles:  Avail- 
ability, predictability,  and  workability;  to  build  confidence  among 
lenders  so  they  can  serve  a  vital  need  where  small  business  loan 
demand  otherwise  would  not  be  met. 

So  long  as  we  agree  that  our  mission  is  to  promote  entrepreneur- 
ship  and  growing  businesses  in  this  country,  we  should  not  turn 
our  back  on  this  critical  segment  of  our  economy. 

I  welcome  today's  witnesses  and  look  forward  to  hearing  their 
ideas.  Phil  Lader,  the  Administrator  of  the  Small  Business  Admin- 
istration, will  be  our  first  witness.  I  see  he  is  accompanied  by  his 
trusted  staff,  who  I  hope  will  be  able  to  stay  for  the  entire  hearing, 
since  other  witnesses  have  come  in  from  around  the  United  States 
and  have  a  great  deal  of  real-world  insight  into  small  business 
lending.  Having  reviewed  their  statements  in  advance,  I  can  tell 


you  that  they  have  some  very  interesting  ideas  that  we  are  going 
to  have  to  address. 

Let  me  turn  now  to  Senator  Conrad  Bums  for  his  comments. 
Senator  Bums. 

OPENING  STATEMENT  OF  THE  HONORABLE  CONRAD  BURNS, 
A  UNITED  STATES  SENATOR  FROM  MONTANA 

Senator  BURNS.  Thank  you  very  much,  Mr.  Chairman.  Thank 
you  for  holding  this  hearing. 

I  will  submit  my  statement  for  the  record. 

I  think  there  are  some  areas  that  we  want  to  cover.  We  want  to 
thank  the  staff  for  coming  down  this  morning  and  just  visiting.  I 
understand  we  have  had  some  loan  shortfalls  here  of  late,  but  we 
would  like  to  hear  suggestions  you  might  have  to  tackle  this  prob- 
lem, how  it  happened,  why  it  happened,  so  that  we  might  work  to- 
gether and  maybe  solve  some  of  those  problems. 

I  contacted  some  of  my  banks  in  Montana  to  see  how  everything 
is  working,  and  I  will  say  this,  and  I  think  you  are  to  be  congratu- 
lated, I  am  hearing  nothing  but  praises.  I  am  hearing  that  you 
streamlined  everything,  your  paperwork.  You  moved  a  lot  of  people 
to  the  field.  You  have  cut  back  here  in  Washington,  B.C.,  which  I 
think  every  agency  should  look  at  doing,  because  I  think  we  should 
be  on  the  ground  out  there. 

As  you  know.  Government  has  a  tough  enough  time  of  maintain- 
ing their  credibility  and  their  accountability  anyway,  and  we  do  it 
a  lot  better  when  we  are  on  the  ground  with  the  people  that  we 
serve,  not  here  in  this  13  square  miles  of  logic-free  environment. 
We  get  a  little  bit  comfortable  here  and  we  do  not  really  get  into 
the  real  world.  I  want  to  congratulate  you  for  that. 

There  are  some  changes,  however,  that  they  are  a  little  bit  nerv- 
ous about  and  have  questions  about.  We  are  just  going  to  talk 
about  those  and  visit  those.  Maybe  it  is  an  understanding  situa- 
tion; maybe  it  is  not.  Or  maybe  they  may  have  some  suggestions 
on  how  we  might  make  it  work  better.  But  it  is  the  situation  of  the 
subsidy  of  the  low  interest,  the  2.74  percent  and  then  assessing 
fees  rather  than  the  interest. 

We  are  seeing  now  that  we  do  have  some  competition  out  there 
for  our  services.  The  Rural  Economic  Development  Corporation, 
several  agencies,  and  also  several  different  sources  of  money  are 
starting  to  show  up  to  help  us  out  in  this  credit  crunch. 

So  the  bottom  line  is  that  you  have  done  a  wonderful  job.  I  want 
to  make  that  very,  very  clear,  and  that  is  what  I  am  hearing  from 
my  bankers.  I  am  not  a  banker;  I  do  not  propose  to  be  one,  or  a 
lawyer.  That  kind  of  helps  a  little  bit,  that  I  am  not  saddled  with 
that  little  thing.  [Laughter.] 

But  nonetheless,  that  is  what  we  are  hearing  in  the  field,  and 
you  are  to  be  congratulated  about  that.  We  realize  that  small  busi- 
ness right  now,  all  the  new  jobs  that  are  being  created  in  this  coun- 
try are  a  result  of  entrepreneurial  people  who  are  striking  out  on 
their  own  and  creating  job  opportunities  for  a  lot  of  people  around 
them. 

The  success  of  those  businesses  is  very  important,  because  what 
a  great  opportunity  it  is  for  a  young  person  to  get  involved  in  a 
young  company.  You  are  talking  about  the  future  and  security,  and 


everybody  likes  to  talk  about  security.  That  is  where  it  is  created, 
for  their  families,  for  the  communities,  and  for  the  development  of 
this  country.  So  we  know  that  all  of  these  new  jobs  are  being  cre- 
ated with  the  young  entrepreneurs  that  are  just  starting  out,  and 
you  are  a  vital  part  of  getting  those  folks  started. 

Thank  you  for  coming  this  morning.  I  will  have  several  ques- 
tions. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Senator  Burns  follows:] 
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Mr.  Chairman,  I  want  to  thank  you  for  holding  this  hearing  this  morning.  I  think  it  is 
important  that  we  have  a  chance  to  review  the  outlook  for  the  7(a)  program  and  I  just  wish  we 
had  the  opportunity  to  do  this  with  all  federal  programs. 

I  understand  we  have  some  funding  shortfalls  for  loans  here  and  I'll  be  interested  to  hear 
not  only  why  this  happened,  but  our  panelists'  ideas  for  how  we  can  address  the  problem. 

When  I  knew  this  hearing  was  being  scheduled,  I  contacted  some  small  banks  in  my 
home  state  of  Montana.  I  heard  only  good  things  about  the  7(a)  program.  It  has  been  a  valuable 
tool  for  Montana's  small  banks,  allowing  them  to  sell  loans  on  the  secondary  market.  They  have 
had  a  great  deal  of  success. 

But  I  also  heard  some  concerns  about  the  proposed  plan  to  eliminate  the  subsidy  rate  of 
2.74  percent  in  favor  of  assessing  fees.  They  say  this  cost  will  only  be  passed  on  to  the  customer 
and  may  end  up  making  the  SB  A  the  lender  of  last  resort.  When  I  asked  where  they  would  turn 
instead,  there  were  a  number  of  options  ~  the  Rural  Economic  Development  Corporation,  the 
State  Board  of  Investments,  and  others.  Granted,  that  wouldn't  be  their  preference,  but  they  do 
have  options. 

Their  bottom  line  was  ~  it's  a  program  that  works  and  works  well .  . .  why  change  it?  It 
is  very  important  to  rural  Main  Street  and  very  important  to  rural  manufacturing.  And  I'll  be 
interested  in  hearing  your  advice. 

I  want  you  to  know,  the  plan  SB  A  has  set  for  streamlining  is  impressive.  Of  all  the 
agencies,  I  believe  you  have  really  taken  to  heart  what  the  American  people  want  -  less 
bureaucracy,  less  paperwork,  more  flexibility.  I  just  hope  your  plan  stays  on  schedule  and  that 
big  government  doesn't  get  in  your  way. 

Consolidating  field  operations  and  moving  headquarters  operations  out  to  the  field  is  an 
idea  I've  been  touting  for  years.  Other  agencies,  when  they  make  their  cuts,  reduce  services  in 
the  field,  not  here  in  D.C.  And  that  just  makes  big  government  seem  even  bigger. 

I  also  appreciate  the  use  of  public-private  partnerships.  This  is  what  the  whole  7(a) 
program  is  about  and  its  the  direction  I  would  hope  we'd  be  heading  in  a  number  of  areas. 
Minimizing  the  federal  government's  role,  empowering  businesses,  and  supporting  local 
communities  —  that's  where  America's  fliture  lies. 

Mr.  Chairman,  I  have  a  number  of  questions  for  our  witnesses,  but  I  did  want  to  say  that  I 
am  anxious  to  see  what  we  can  do  to  solve  the  problems  the  7(a)  program  faces  in  the  short  term. 
But  also,  I  look  forward  to  working  with  everyone  to  find  a  long-term  fix.  Small  business  is  the 
back  bone  of  America  and  it  is  the  creator  of  the  majority  of  our  new  jobs.  And  with  the  SBA 
7(a)  program  providing  more  than  90  percent  of  the  loans  to  our  small  businesses,  we  need  to  do 
what  we  can  to  make  it  work. 


Chairman  BOND.  Before  we  begin  the  testimony,  Senator 
Wellstone,  would  you  Uke  to  make  some  opening  comments? 

OPENING  STATEMENT  OF  THE  HONORABLE  PAUL  D. 
WELLSTONE,  A  UNITED  STATES  SENATOR  FROM  MINNESOTA 

Senator  Wellstone.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  let  me  just,  first  of  all,  ask  consent  that  my  full 
statement  be  included  in  the  record. 

Chairman  Bond.  Without  objection,  it  will  be  included.  Thank 
you. 

Senator  Wellstone.  I  apologize  for  being  late.  I  had  another 
committee  hearing  that  I  needed  to  go  to  at  the  beginning. 

Mr.  Chairman,  I  actually  will  dispense  with  this  opening  state- 
ment. Actually,  we  have  these  opening  statements  and  sometimes 
they  are — I  say  this  to  Mr.  Lader  and  Mr.  Cox  and  Ms.  Ryan — 
sometimes  we  have  these  statements  and  they  are  kind  of  pro 
forma  and  sometimes  you  really  put  a  lot  of  effort  into  it,  but  I  do 
not  want  to  delay  us  going  forward  with  testimony. 

I  put  a  lot  of  effort  into  this  one  because  I  have  some  real  con- 
cerns. I  held  a  hearing  out  in  Minnesota  that  I  mentioned  to  you. 
We  had  about  175  businesses  that  came  from  around  the  State.  It 
was  a  wonderful  hearing,  with  some  really  inspiring  stories  of  suc- 
cess. And,  by  the  way,  the  small  business  community,  the  bankers, 
Eeople  really  appreciate  and  support  the  work  that  is  being  done 
y  the  SBA  office  in  Minnesota.  Last  year  we  made  about  $169  mil- 
lion of  loans.  We  leveraged  a  lot  of  capital  in  our  communities,  cre- 
ated a  lot  of  jobs,  and  we  have  had  astounding  successes. 

I  have  not  added  it  up,  but  I  will  bet  you  could  take  a  couple  of 
small  businesses — this  is,  of  course,  capital  these  businesses  would 
not  have  had  access  to  otherwise,  both  in  the  7(a)  and  the  504  pro- 
gram— but  I  will  bet  you  could  take  just  some  of  the  taxes  paid  by 
some  of  these  businesses  and  it  would  more  than  pay  back  all  of 
whatever  we  put  into  the  guaranteed  loans  by  way  of  subsidy,  and 
we  do  pretty  darn  well  even  on  that  subsidy.  It  must  be  down  to 
about  $2.50  or  something  like  that  on  $100. 

So  my  concern  is  twofold  or  threefold.  I  would  like  to  include,  if 
I  could,  the  testimony  of  Truman  Jeffers,  who  is  executive  vice 
president  of  the  Minnesota  Bankers  Association. 

Chairman  Bond.  That  will  be  included,  as  well. 

[The  prepared  statement  of  Mr.  Jeffers  follows:] 


STATEMENT  FOR  THE  U.S.  SENATE  COMMITTEE  ON  SMALL  BUSINESS 

BY  TRUMAN  L.  JEFFERS,  EXECUTIVE  VICE  PRESIDENT 

MINNESOTA  BANKERS  ASSOCIATION 

MAY  18,  1995 


Senator  Bond,  Senator  Wellstone,  and  Members  of  the  Committee: 

On  April  19,  1995,  at  the  Senate  Small  Business  Committee  field  hearing  in  St.  Paul, 
Minnesota  bankers,  small  business  customers,  and  I  supported  the  benefits  of  the  Small 
Business  Administration  lending  programs  to  small  business  operators  and  to  the  economy. 

As  you  address  the  operation  and  economies  in  the  SBA  7(a)  General  Loan  Program,  I  would 
make  the  following  observations: 

1.  By  any  measure,  the  7(a)  and  other  SBA  programs  are  fulfilling  credit  needs  of  small 
businesses  in  our  areas  without  abuses  or  excessive  losses. 

2.  If  the  study  of  the  program  by  Price  Waterhouse  is  close  to  accurate,  the  7(a)  loan 
program's  positive  results  should  be  the  focus  of  Congress  —  not  cost-cutting  without 
consideration  of  the  total  picture.   The  small  impact  on  the  budget  is  clearly  offset  by 
the  economic  gains  and  the  tax  revenues  generated. 

3.  Any  significant  increases  in  the  cost  of  borrowing  to  potential  SBA  customers  or  to 
lenders  will  discourage  utilization  of  loan  programs  which  build  small  business  activity. 

Most  of  the  job  creation  in  the  United  States  is  generated  from  the  small  business  sector.    If 
small  business  owners  are  unable  to  obtain  adequate  funding  to  start  or  expand  their  business, 
there  is  less  opportunity  for  job  growth.    Equally  important  in  stimulating  the  economy  is  the 
tax  revenue  of  our  nation's  economy  as  a  whole.   Access  to  capital  is  instrumental  to  the 
success  of  small  businesses. 

The  partnership  between  SBA,  Minnesota  banks  and  small  business  owners  is  an  example  of  a 
public/private  partnership  that  works.    SBA  loan  programs  have  assisted  bankers  with 
community  lending  and  economic  development  needs. 

As  you  look  to  eliminate  programs  and  implement  budget  cuts,  be  sure  you  carefully  weigh 
not  only  the  costs  of  programs  but  the  returns  as  well.   In  SBA's  case,  the  benefits  to  our 
economy  are  substantial  and  cannot  be  ignored. 
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Senator  Wellstone.  I  thank  the  Chair.  And  also  the  testimony 
of  Alexandra  Blum,  who  is  economic  development  director  of  the 
Bremmer  Financial  Services.  I  would  like  to  have  that  included. 

Chairman  BOND.  That  will  be  included. 

[The  prepared  statement  of  Ms.  Blum  follows:] 


TESTIMO^fY  OF 

ALEXANDRA  L.  BLUM 

ECONOMIC  DEVELOPMENT  DIRECTOR 

BREMER  FINANCIAL  SERVICES,  INC. 

HOC  WEST  ST.  GERMAIN 

ST.  CLOUD,  MN  56301 


Mister  Chairman  and  members  of  Che  Commiccee ,  thank,  you  for  Che 
opportunity  Co  enCer  testimony  on  the  effectiveness  of  the  Small 
Business  Administration's  7(a)  loan  program,  and  how  the  Administra- 
tion's proposals  to  restrucure  the  SBA  and  this  program  will  affect 
future  borrowers. 

In  my  posicion  as  Vice  President  and  Economic  Development  Director 
of  Bremer  Financial  Services,  I  coordinate  the  SBA  lending  activities 
for  First  American  Banks  and  branches  in  69  locations  in  Minnesota, 
Wisconsin  and  North  Dakota. 

In  the  past  4  years  in  Minnesota  alone,  over  2,100  SBA-guaranteed 
loans,  totalling  over  $462  million,  were  originated.  Almost  400  banks 
in  our  state  participate  in  the  7(a)  program.  Over  98%  of  all  Minnesota 
employers  are  small  businesses  qualifying  for  SBA  assistance.  The  SBA 
guaranty  is  a  credit  enhancement  for  loans  that  would  not  be  made  on  a 
conventional  basis  for  a  variety  of  reasons: 

The  loan  may  exceed  a  small  bank's  legal  lending  limit.   The  federally- 
guaranteed  portion  of  an  SBA  loan  does  not  count  against  this  limit. 

Many  banks  will  not  lend  to  new  business  start-ups  because  of  the 
inherent  risks  involved,  or  should  I  say  the  perceived  risks.   There 
were  nearly  10,000  new  firms  in  Minnesoca  lasC  year,  and  only  900  business 
failures.   Yet,  without  the  SBA,  many  of  these  businesses  would  be  unable 
to  obtain  the  capital  to  meet  their  needs. 

Because  of  loan  concentrations  or  other  risk  concerns,  a  bank  might 
not  lend  to  a  particular  type  of  business,  such  as  Che  hospicality  industry, 
without  an  SBA  guaranty. 

Retail  and  service  businesses,  particularly  those  for  which  the  real 
estate  is  leased,  frequently  have  thin  collateral  margins  which  may  be 
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offset  by  the  SBA  guaranty.   In  fact,  these  businesses  account  for  58.8% 
of  all  SBA  7(a)  loans  by  dollars. 

SBA  loans  also  provide  much  longer  laaturities  than  conventional 
lenders  can  offer.   Only  16%  of  all  bank  commercial  and  industrial  loans 
have  maturities  longer  than  one  year.   Most  commercial  real  estate  loans 
mature  in  only  3  to  5  years,  after  which  time  the  borrower  must  negotiate 
its  renewal,  uncertain  as  to  what  interest  rate  or  fees  will  be  charged, 
whether  a  new  appraisal  or  environmental  audit  will  be  required,  or  if 
the  lender  will  renew  the  loan  at  all.   The  SBA  takes  all  the  uncertainty 
out  of  these  transactions  for  the  borrower  by  offering  long  term  mortgage 
loans. 

Contrary  to  much  of  what  has  been  published  in  the  press  recently, 
SBA  7(a)  loans  are  not  bad  loans.   Although  the  SBA  has  had  its  problems 
in  the  past,  in  199'i  the  loss  rate  was  only  1.27%. 

Nationwide,  36,480  7(a)  loans  were  approved  last  year,  totalling 
$8.2  billion.   Yet  the  federal  budget  allocation  for  this  program  was  less 
than  $200  million.   The  subsidy  rate  was  2.73%. 

The  Agency  itself  and  the  SBA  lending  community  entered  into  discus- 
sions months  ago  to  reduce  the  subsidy  rate  to  less  than  2%,  thereby 
serving  more  borrowers  with  the  same  funding  level.   This  program  has 
become  increasingly  popular,  with  annual  loan  origination  volume  nearly 
doubling  from  the  program  level  of  $4.4  billion  only  3  years  ago. 

However,  the  situation  has  taken  a  drastic  turn  in  that  the  Administra- 
tion now  proposes  to  reduce  the  subsidy  rate  by  374  basis  points,  to  less 
than  zero,  establishing  a  1%  "buffer"  or  profit  center,  which  they  state 
will  be  used  in  the  event  of  increased  defaults  or  reduced  recoveries,  which 
they  acknowledge,  may  not  happen. 
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While  the  intent  is  admirable,  the  proposed  addtional  costs  to 
be  borne  by  the  small  business  borrower,  who  can  least  likely  afford 
it,  are  alarming. 

Several  of  the  Administration's  proposals  to  eliminate  the  SBA 
7(a)  subsidy  are  as  follows: 

(1)   Raising  the  borrower's  interest  rate  by  0.5%,  to  be 

passed  through  to  the  SBA. 
(X)      ftte  SBA  will, charge  the.lKLiicflKftr  an  additio.nal__Oc§% 

servicing  fee  on  the  entire  loan  each  year. 
(3i)   The  SBA  will  also  impose  a  40  basis  point  annual  fee 
to  lenders  on  the  SBA  guaranteed  portion  of  the  loan, 
which  would  also  most  probably  be  passed  on  to  the 
borrower. 
(V)   The  Agency  will  expand  the  2%  guaranty  fee  to  be  paid 
on  the  unguaranteed  as  well  as  the  guaranteed  portion 
of  the  loan. 
The  cumulative  effect  of  these  measures  on  several  typical  SBA  7(a) 
loans  is  outlined  below: 

Loan  Amount  Term  Present  Total  Fees*  Proposed  Total  Fees   Difference 

$100,000  5  years       $1,400  $5,022             $3,622 

$250,000  10  years       $3,500  $22,431            $18,931 

$500,000  15  years       $7,000  $68,235            $61,235 

$1,000,000  25  years      $14,000  $242,762            $228,762 

*Presently,  the  only  fee  charged  is  the  2%  guaranty  fee'assessed  by  the  SBA 
on  the  guaranteed  portion,  which  is  70%  for  Preferred  Lenders. 
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Clearly  these  additional  fees  are  more  substantial  than  have  been 
represented.  I  propose  that  we  seek  to  reduce,  but  not  eliminate,  the 
federal  subsidy  for  the  SBA  7(a)  loan  program. 

By  adopting  all  of  the  measures  recommended  by  the  Administration, 
only  the  most  desperate  businesses  will  apply  for  SBA  loans,  once  again 
making  the  SBA  the  lender  of  last  resort.   Delinquency  rates  then  may 
indeed  climb,  as  may  liquidations  and  loan  losses,  perhaps  resulting  in 
the  eventual  demise  of  the  program. 

To  avoid  this,  I  recommend  the  consideration  of  other,  more  reason- 
able measures,  such  as: 

(1)  Placing  a  75%  guaranty  on  all  SBA  7(a)  loans,  rather  than 
the  70  to  90%  now  in  place. 

(2)  Substitute  a  $100  to  $300  per  servicing  action  fee  for 
the  0.5%  annual  charge  proposed.   This  "per  item"  fee 
more  accurately  reflects  the  cost  of  SBA  servicing,  and 
is  more  equitable  in  that  only  those  borrowers  requiring 
servicing  actions  will  pay  the  fees. 

(3)  If  an  increase  in  the  guaranty  fee,  for  instance,  to  2.25% 
is  warranted,  then  raise  that  fee.   Do  not  charge  a 
"guaranty"  fee  on  the  unguaranteed  amount  of  the  loan. 
Doing  so  is  tantamount  to  an  insurance  company  charging  a 
premium  on  $1  million  in  property  coverage,  then  paying  out 
only  $700,000  when  the  building  burns  to  the  ground,  leaving 
the  holder  liable  for  the  remaining  loss. 

Mister  Chairman,  I  make  these  suggestions  in  the  hope  that  the  spirit 
of  compromise  will  prevail,  and  that  all  parties  involved  will  make  every 
effort  to  ensure  that  the  SBA  7(a)  loan  program  remains  a  viable  and  affor- 
dable financing  option  for  our  nation's  small  businesses  for  years  to  come. 
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Senator  Wellstone.  In  their  testimony,  what  they  said,  and  I 
would  say  this  to  Mr.  Lader  and  others,  they  did  some  number- 
crunching  and  they  have  some  real  concerns  about  the  proposal  to 
eliminate  $200  million  of  appropriation  by  going  to  zero  subsidy. 
They  are  not  at  all  sure  that  this  can  be  done  in  such  a  way  that 
we  can  continue  to  get  the  capital  out  there  to  small  business. 

They  went  through  some  financial  projections,  and  these  are  peo- 
ple who  are  hard-nosed,  who  are  fiscally  conservative  in  the  very 
best  sense,  and  they  are  very  concerned  about  this  proposal.  I  have 
similar  concerns  as  to  what  the  additional  fees  or  however  you 
make  up  that  cost  will  actually  do  to  this  loan  program. 

I  think  this  guaranteed  loan  program,  and  I  know  that  today  we 
are  talking  about  7(a),  but  I  would  include  504,  as  well,  has  been 
hugely  successful  and,  for  a  relatively  modest  amount  of  money, 
has  paid  for  itself  over  and  over  and  over  again. 

So  I,  Mr.  Chairman,  will  conclude  by  saying  I  have  some  really 
serious  concerns  about  this  based  upon  some  very  compelling  testi- 
mony. I  am  not  so  sure  that  we  can  do  this  without  really  cutting 
into  a  program  and  really,  essentially,  cutting  into  our  capacity  to 
provide  that  capital  to  small  businesses,  which  is  what  I  think  our 
mission  is  all  about. 

My  second  point,  £ind  I  really  will  promise  to  be  done  in  another 
30  seconds,  is  that  I  don't  like  the  message  of  this,  as  we  are  now 
getting  into  the  final  round  of  our  process  of  the  White  House  Con- 
ference, with  small  businesses  coming  here.  I  think  the  message  is 
all  wrong,  because  a  good  business  practice  is,  hey,  sometimes  you 
spend  some  monev  up  front  if  it  pays  for  itself  over  and  over  and 
over  again.  Frankly,  I  think  that  is  what  this  is  about.  So  I  am  dis- 
appointed in  this  proposal  that  the  administration  has  come  for- 
ward with. 

Finally,  I  would  ask  you,  Mr.  Chairman,  and  not  in  a 
confrontational  way.  We  know  each  other  well.  We  have  worked  to- 
gether. I  do  not  know  the  answer  to  this  question,  but  I  would  real- 
ly like  to  consult  with  you  and  the  Budget  Committee  because  I 
want  to  make  sure  in  the  budget  resolution  that  we  do  not  lock 
ourselves  into  a  policy  that  may  not  work  well,  and  I  am  again  re- 
ferring to  whether  or  not  there  are  going  to  be  $200  million  cut  in 
the  budget  resolution  or  not.  That  is  something  I  would  like  to 
work  with  you  on  very  closely  as  we  go  forward.  Whatever  we  dis- 
agree on,  we  also  agree  on  a  lot  of  matters. 

I  am  very  concerned  about  this.  My  statement,  if  I  had  read  it, 
would  have  been  more  detailed.  But  I  think  that  everybody  here 
knows  the  framework  in  which  I  am  operating  and  what  I  am  try- 
ing to  say. 

I  thank  the  Chair. 

[The  prepared  statement  of  Senator  Wellstone  follows:] 
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OPENING  STATEMENT  OF  SENATOR  PAUL  WELLSTONE 

Committee  on  Small  Business 

May  18,  1995 


Mr.  Chairman,  thank  you  for  holding  this  hearing  on  SBA's  7(a)  loan-guaranty  program  —  a  very 
successful  and  very  popular  program  in  Minnesota.  Based  on  this  Committee's  oversight  work, 
I  think  we  can  say  that  it  is  popular  and  successful  throughout  the  country. 

In  fact,  the  reason  Administrator  Lader  has  had  to  take  extraordinary  steps  this  year  to  avert  a 
serious  short-term  problem  in  the  program  is  dramatically  increasing  demand.  That  is  why  this 
Committee  has  had  to  take  legislative  action  in  recent  years,  and  why  we  even  on  occasion  have 
had  to  seek  supplemental  funding  to  keep  the  program  operating. 

We  have  always  had  broad  support  for  those  steps,  and  I  believe  that  is  because  the  7(a)  program 
has  been  delivering  excellent  economic  benefits  in  an  extremely  cost-effective  maimer. 

As  you  know,  Mr.  Chairman,  last  month  I  chaired  a  field  hearing  of  this  Committee  in 
Maplewood,  Mitmesota.  The  topic  was  SEA  loan  programs.  It  was  a  Wednesday  morning  in 
that  St.  Paul  suburb,  and  about  175  small-business  lenders  and  borrowers  showed  up.  One 
hundred  seventy-five  small  business  people  took  the  morning  off  to  participate  in  our  hearing  on 
SBA  loan  programs.   The  7(a)  program,  unsurprisingly,  received  the  most  attention. 

Originally,  when  I  had  first  agreed  with  some  Minnesota  small  business  people  and  bankers  to 
request  that  hearing,  it  was  because  people  were  hearing  alarming  reports  that  some  in  Congress 
were  threatening  SBA  and  its  programs  with  elimination. 

By  the  time  of  our  field  hearing,  though,  attention  had  shifted  to  the  Clinton  Administration's 
proposal  to  cut  the  SBA  budget  by  $200  million  for  Fiscal  Year  1996,  and  to  details  of 
Administrator  Lader's  plan  to  achieve  that  cut.  As  I  understand  it.  Administrator  Lader's  plan 
is  to  end  the  taxpayer  subsidy  for  the  7(a)  program  ~  to  eliminate  its  appropriation  completely. 
The  cost  of  the  program  would  be  shifted  to  lenders  and  borrowers  through  fee  and  interest-rate 


Mr.  Chairman,  1  don't  want  to  pre-judge  the  findings  of  this  hearing.  I  am  very  interested  to 
learn  whether  today's  witnesses  share  the  anxieties  I  heard  expressed  in  Minnesota  about 
"overfixing"  a  program  that  is  working  so  well.  And  I  do  want  to  hear  the  Administrator's 
explanation  of  why  we  should  cut  the  entire  appropriation  of  what  he  calls  his  "cornerstone" 
small-business  credit  program. 

I  have  been  one  of  SBA's  biggest  boosters  over  the  past  two  years,  and  I  have  strongly  supported 
the  steps  taken  toward  the  reinvention  of  SBA.  SBA  is  delivering  more  economic  benefits  for 
fewer  taxpayer  dollars.  They  are  reducing  paperwork  and  speeding  turnaround  time  on  loan 
applications. 
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But  I  would  like,  if  I  could,  to  put  two  statements  into  the  record.  The  first  is  by  Truman  Jeffers, 
who  is  executive  vice-president  of  the  Minnesota  Bankers  Association.  The  second  is  by 
Alexandra  Blum;  Ms.  Blum  is  the  economic  development  director  of  Bremer  Financial  Services 
of  St.  Cloud,  Minnesota.  Both  provided  excellent  testimony  at  our  field  hearing,  and  I  asked 
them  to  submit  statements  today. 

Both  are  strong  advocates  for  deficit  reduction,  and  neither  is  what  1  would  call  an  enthusiastic 
proponent  of  government  spending  programs.  But  both  are  very  skeptical  and  nervous  about  this 
proposal. 

Mr.  Jeffers  says  the  following:  "any  significant  increase  in  the  cost  of  borrowing  to  potential  SBA 
customers  or  to  lenders  will  discourage  utilization  of  loan  programs  which  build  small  business 
activity."  Ms.  Blum  calls  the  new  costs  imposed  on  small  business  borrowers  by  this  proposal 
"alarming."    She  worries  that  the  quality  of  the  7(a)  program  will  be  harmed. 

Mr.  Chairman,  we  will  return  to  this  topic  legislatively.  And  since  you  are  a  member  of  the 
Budget  Committee,  I  will  want  to  consult  with  you  about  whether  the  Budget  Resolution,  which 
we  begin  to  debate  on  the  floor  today,  is  likely  to  push  us  into  a  policy  move  on  7(a)  that  we 
otherwise  would  consider  unsound. 

But  I  also  have  to  wonder,  as  thousands  of  small-business  delegates  around  the  coimtry  are 
participating  in  the  White  House  Conference  on  Small  Business  process,  and  as  they  arrive  here 
in  just  a  few  weeks  for  the  climax  of  that  process  —  the  White  House  Conference  itself  —  what 
our  message  is  to  those  small-business  people  concerning  SBA's  7(a)  program.  This  is  a  popular 
program  which  the  Administrator  considers  the  "cornerstone"  of  credit  to  small  businesses. 

Are  we  going  to  tell  small  businesses  that  the  7(a)  program  is  so  effective,  and  so  popular,  that 
our  solution  to  the  dramatically  increasing  demand  for  it  is  to  cut  its  appropriation  by  $200 
million?   In  fact,  to  eliminate  its  appropriation  completely? 

Are  we  so  determined  to  cut  $200  million  from  federal  small-business  programs  that  we  are 
willing  to  drastically  alter  this  popular  program,  7(a),  and  change  it  in  such  a  way  that  its 
participants,  who  have  supported  past  reforms,  are  genuinely  alarmed  by  its  possible 
consequences? 

I  look  forward  to  the  testimony. 
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Chairman  Bond.  Senator  Wellstone,  thank  you  very  much.  I 
wanted  to  hear  your  opening  statement  because  I  know  you  did 
have  a  hearing  in  your  State.  Senator  Burns  had  a  hearing  in  his 
State.  Senator  Frist  had  a  hearing  in  his  State.  On  this  Committee, 
holding  hearings  around  the  country  gives  us  an  opportunity  to 
hear  from  many  folks  who  probably  could  not  afford  the  time  or  the 
money  to  come  to  Washington,  D.C. 

I  think  the  points  that  you,  Senator  Burns,  and  others  bring  back 
from  your  discussions  and  from  your  hearings  in  the  State  are  very 
important.  When  we  began  this  session  of  Congress,  I  emphasized 
that  we  were  going  to  try  to  move  out  from  Washington  and  listen 
to  small  businesses  around  the  country  to  find  out  where  we  could 
help.  On  this  very,  very  important  question  of  the  7(a)  program,  it 
is  extremely  important  that  we  get  the  best  comments  and  ideas, 
questions,  and  concerns  from  the  people  in  our  States. 

For  staff  of  other  Members,  I  would  just  say  that  we  encourage 
these  hearings.  We  think  that  the  entire  Committee  can  learn  a 
great  deal  from  what  you  hear.  To  the  extent  that  I  can  make  it, 
I  will  join  you  for  the  hearings.  But  the  real-world  input  you  bring 
to  the  Committee  is  vitally  important  in  ensuring  that  we  do  our 
job  and  do  our  job  well. 

With  that,  Mr.  Lader,  would  you  present  your  testimony,  please? 

STATEMENT  OF  THE  HONORABLE  PHILIP  LADER,  ADMINIS- 
TRATOR, U.S.  SMALL  BUSINESS  ADMINISTRATION;  ACCOM- 
PANIED BY  MARY  JEAN  RYAN,  ASSOCIATE  DEPUTY  ADMINIS- 
TRATOR FOR  ECONOMIC  DEVELOPMENT,  JOHN  COX,  ASSO- 
CIATE ADMINISTRATOR  FOR  FINANCIAL  ASSISTANCE,  AND 
DOUGLAS  CRISCITELLO,  CHIEF  FINANCIAL  OFFICER 

Mr.  Lader.  Mr.  Chairman,  Senators,  thank  you  for  the  oppor- 
tunity to  appear  before  you  today  to  reflect  on  the  importance  of 
and  the  future  of  the  7(a)  Government  guaranteed  loan  program. 

Let  me  introduce  my  colleagues,  Mary  Jean  Ryan,  who  heads  our 
financing  programs  at  SBA,  and  John  Cox,  a  veteran  of  28  years 
at  this  agency,  to  help  respond  to  your  questions. 

Let  me  ask,  if  I  might,  that  my  written  statement  be  admitted. 

Chairman  Bond.  It  will  be  made  a  part  of  the  record. 

Mr.  Lader.  Thank  you. 

V/e  will  begin  with  two  themes.  I  think  all  of  us  here  today  share 
a  conimon  commitment  to  America's  small  businesses  and  to  the 
expaosion  of  these  Government  guarsuiteed  loans  for  small  busi- 
nesses. 

My  second  theme,  though.  Senator  Wellstone  particularly,  is  that 
I  pretend  to  have,  on  the  behalf  of  this  agency,  no  monopoly  on  wis- 
dom. As  we  present  this  administration's  proposal  for  expanding 
the  amoimt  of  financing  made  available  to  small  businesses,  there 
are  many  ways  of  getting  there. 

Simply  as  public  administrators,  former  businef^s  executives,  I 
believe  we  have  a  duty  to  present  our  best  professional  view,  but 
W8  v/ould  not  pretend  that  this  is  the  only  way  of  getting  there. 
What  we  are  proposing,  however,  is  that  this  cornerstone  7(a)  pro- 
gram is  a  splendid  example  of  a  public-private  partnership  that 
truly  is  working. 
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As  we  are  dealing  with  all  of  SBA  today,  to  borrow  from  that 
Oldsmobile  ad,  the  7(a)  program  and  all  of  SBA  is  not  your  father's 
SBA.  We  are  dependent  upon  the  7,000  partners  we  have,  banks 
and  non-bank  lenders,  who  provide  their  own  capital  to  small  busi- 
nesses 

Senator  Wellstone,  you  are  very  right.  It  is  phenomenal,  when 
you  recognize  that  the  entire  budget  of  the  SBA— the  entire  budget, 
not  just  the  7(a)  program — the  cost  of  the  entire  budget  is  less  than 
the  taxes  paid  last  year  by  just  three  companies  who  got  critical 
help  from  SBA  when  they  were  very  small,  Apple  Computer,  Intel, 
and  Federal  Express.  It  is  a  remarkable  story. 

If  you  look,  however,  from  fiscal  year  1991,  when  there  were 
19,000  7(a)  loans  made,  to  1994,  36,000,  and  Mr.  Chairman,  as  you 
mentioned,  this  year,  we  expect  almost  60,000  loans  to  be  made 
through  the  7(a)  program.  An  interesting  point,  however,  is  to  see 
that  the  average  size  of  the  loans  in  1991  was  $231,000,  growing 
to  1993  to  $250,000.  But  as  a  conscious  policy  in  this  administra- 
tion, we  have  been  seeking  to  ensure  that  the  most  underserved 
segment  of  the  market,  the  smaller  loans,  is  targeted,  so  that  this 
year,  the  average  size  will  have  come  down  from  $250,000  to 
$139,000,  allowing  more  small  businesses  to  have  access  to  capital. 

But  this  points  out  another  phenomena  which  gives  rise  to  Sen- 
ator Burns'  concern.  In  1991,  $4.4  bilUon  of  loans  were  made 
through  this  program.  We  have  grown  to,  last  year,  double  that 
amount  to  $8.2  billion.  The  demand  is  such  that  it  would  continue 
to  grow.  Your  authorization  of  this  Committee  would  allow  us  to 
grow,  but,  in  fact,  this  year,  we  will  only  be  able  to  make  $7.8  bil- 
lion of  guaranteed  loans  because  the  appropriations  have  con- 
strained the  growth  of  this  program. 

So  as  we  point  to  how  do  we  deal  with  the  unprecedented  de- 
mand, the  principal  concern  we  have  is,  how  do  we  do  more  with 
less?  This  administration  is  committed  not  only  to  reducing  the  size 
of  Government,  not  only  to  deficit  reduction,  but  also  to  the  expan- 
sion of  this  program. 

One  reason  for  that  is  the  relative  health  of  the  program  today. 
If  you  look  at  the  currency  rate,  which  is  the  percentage  of  the 
loans  whose  payments  are  being  made  on  time,  within  30  days  of 
the  due  date,  we  have  had  a  very  significant  increase  in  the  last 
20  years.  In  the  Reagan  Administration,  about  72  percent  of  the 
portfolio  payments  were  being  made  on  time.  Today,  we  are  at 
about  90  percent  current  in  this  portfolio. 

I  am  especially  pleased  to  point  out  to  you  that  since  the  Reagan 
Administration,  when  $1.2  billion  was  made  available  through  this 
program,  through  the  $7.8  billion  today,  a  400-percent  increase  in 
the  volume  of  loans  made  available,  we  have  had  a  25-percent  re- 
duction in  the  number  of  employees  at  the  SBA. 

This  is  what  I  think  more  agencies  should  be  showing,  a  400-per- 
cent increase  in  what  we  are  doing  for  our  customers,  America's 
small  businesses,  a  25-percent  reduction  in  the  number  of  employ- 
ees. As  you  know,  part  of  our  plan  this  year  is  a  reduction  of  500 
additional  employees,  about  one-third  of  whom  will  be  coming  from 
the  Washington  office,  in  addition  to  last  year's  reduction  of  the 
Washington  office.  But  we  must  maintain  the  calibrated  level  of 
staffing  to  ensure  the  continued  health  of  the  portfolio. 


18 

This  points  out  our  response  to  a  common  concern  that  Senator 
Wellstone  and  others,  I  think,  understand  very  well.  Last  year,  in 
1994,  only  10  percent  of  the  loans  were  over  $500,000,  but  they 
consumed  more  than  36  percent  of  the  appropriations  available  to 
us.  On  the  other  hand,  42  percent  of  the  loans  made  were  for  under 
$100,000,  to  people  who  have  the  greatest  need  for  access  to  cap- 
ital, but  they  were  only  able  to  get  10  percent  of  the  appropriations 
available.  Our  policy  has  been,  how  do  we  find  ways  through  sim- 
plified processes  and  other  means  to  help  the  smzdler  borrowers  get 
a  bigger  piece  of  the  appropriations  pie? 

To  do  that,  the  LowDoc  program  has  been  very  important.  Under 
my  predecessor,  Erskine  Bowles,  who  did  a  superb  job  in  this,  in 
his  leadership,  we  reduced  what  was  a  voluminous  application  for 
loans  under  $100,000  down  to  one  page,  front  and  back,  but  still 
one  page. 

There  is  some  mythology  that  has  developed  that  this  LowDoc 
program  for  loans  under  $100,000  is  riskier  than  the  general  port- 
folio. To  date,  that  is  not  the  case.  As  you  can  see,  since  we  began 
this  program  in  December  1993,  there  have  been  21,000  LowDoc 
loans.  Of  those,  the  only  ones  which  are  non-current  is  0.6  percent. 
Of  other  loans  under  $100,000  but  not  in  the  LowDoc  program,  1.8 
percent  are  not  current.  If  we  compared  that  with  all  the  loans  that 
have  been  made  in  this  same  period  of  time  in  our  total  7(a)  loan 
portfolio,  we  see  that  1.2  percent  of  them  are  not  current. 

So,  in  fact,  almost  counter-intuitively,  in  the  LowDoc  program, 
with  more  responsibility  to  the  lenders,  less  documentation  and  re- 
view by  SBA,  we  currently  have  a  healthier  portfolio  of  LowDoc 
loans  than  the  overall  portfolio. 

This  is  a  pilot  program.  We  are  going  to  continue  to  monitor  it 
closely.  We  share  your  concern  that  in  this  LowDoc  effort,  given  the 
geometric  increase  in  these  loans,  we  watch  it  very  closely. 

As  Senator  Bums  pointed  out,  Mr.  Chairman,  there  are  two  ad- 
ministrative actions  that  I  had  to  take  to  help  manage  our  re- 
sources, to  manage  our  appropriations,  because  we  could  have  gone 
through  the  year  doing  about  $31  million  a  day  of  loan  approvals. 
The  difficulty  was,  as  you  pointed  out,  Mr.  Chairman,  we  came  to 
December  and  saw  we  were  doing  $38  million  a  day.  So  at  that 
point,  what  I  was  required  to  do  was  to  take  some  administrative 
action. 

We  decided  that  the  action  which  would  have  the  least  negative 
impact  was  to  establish  a  cap  of  $500,000  for  SBA  loans.  This 
spike,  however,  and  I  point  this  out  to  you  as  an  important  phe- 
nomena, occurred  when  we  announced  that,  but  there  was  an  im- 
plementation period,  so  many  loans  started  coming  in. 

I  say  to  my  colleagues  from  the  banking  program  here,  though 
we  did  consult  with  many,  we  had  many  private  conversations,  we 
did  not  have  general  discussion  because  we  did  not  want  to  invite 
this  kind  of  a  spike  to  use  up  more  of  our  appropriations  before  im- 
plementation. 

As  we  continued  along,  however,  we  saw  that  the  loans  were  not 
continuing  at  about  $31  million  a  day  but  more  like  $33  or  $34  mil- 
lion a  day,  and  so  I  was  required  in  this  quarter  to  take  another 
administrative  action  to  restrict  the  refinancings. 
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All  of  these  were  temporary  measures,  but  to  manage  our  re- 
sources to  get  through  the  year  so  we  could  avoid  the  kind  of  on- 
again,  ofT-again  program  history  that  the  7(a)  has  often  had. 

We  think,  by  our  current  projections,  that  we  will  be  able  to  stay 
at  about  $26  million  a  day  in  loan  approvals  and  get  through  the 
whole  year,  but  I  have  to  say  that  is  based  on  current  projections 
and  we  are  concerned.  We  are  concerned  because,  as  you  can  see, 
this  is  the  aggregate  growth  of  this  program  in  this  fiscal  year.  But 
historically,  over  the  last  decade,  in  the  final  quarter,  there  is  a 
more  rapid  increase  in  the  number  of  loans  being  made.  Con- 
sequently, we  do  believe  under  current  projections  that  the  appro- 
priation can  get  us  through  the  year,  but  in  the  last  quarter,  there 
may  be  some  danger. 

If  I  had  not  taken  the  action  in  December  on  the  restriction  of 
the  cap,  the  $500,000  cap,  we  would  have  run  out  of  funds  here  in 
July.  If  I  had  not  taken  the  second  action,  we  would  have  run  out 
of  funds  at  this  point.  By  those  administrative  actions,  we  are  able 
to  get  through  the  year,  but  if  the  unprecedented  growth  in  this 
program  continues,  then  in  the  final  quarter,  if  we  do  not  have 
swift  enactment  of  our  proposal  or  some  modification  thereof,  we 
will  have  problems  meeting  the  financing  demands  of  American 
small  businesses. 

Finally,  the  President  announced  about  a  month  ago  our  rec- 
ommendations, a  program  we  call  "Stretching  Taxpayer  Dollar$", 
because  we  recognize  the  incredible  importance  of  small  businesses 
to  the  growth  of  jobs  and  the  American  economy.  We  want  the  7(a) 
program  to  grow,  but  we  recognize  that  we  are  all  having  to  do 
more  with  less  in  the  Federal  Grovemment  today. 

Consequently,  our  recommendations  were  not  only  moving  many 
of  our  stafi"  from  Washington  to  the  field,  reducing  our  staff,  many 
other  types  of  consolidations,  but  essentially  this  as  well.  I  pointed 
out  to  you  the  growth  of  this  program  and  how  this  year  we  have 
gone  down,  not  because  of  lack  of  demand,  but,  frankly,  because  of 
a  lack  of  appropriations.  The  demand  would  put  us  well  above  this 
level.  In  fact,  your  authorization,  your  authorized  level  is  above 
this  level,  but  we  could  not  meet  it  because  appropriations  will  not 
get  us  there. 

The  principal  cost  is  the  savings  account  for  potential  bad  loans, 
the  reserve,  the  subsidy  rate.  That  is  why,  frankly,  we  were  led  to 
the  conclusion  that  if  we  could  reduce  the  subsidy  rate  to  zero  by 
allowing  that  reserve  to  be  funded  by  the  principal  beneficiaries  of 
the  program,  the  lenders  and  the  borrowers,  that  would  allow  us 
to  meet  the  demand,  and  your  authorized  levels,  incidentally,  are 
even  higher  than  these  amounts.  We  could  grow  this  program  to 
$11  billion  next  year,  and  $13.5  billion  of  financing  in  fiscal  year 
1997,  made  available  to  America's  small  businesses  by  establishing 
some  modest  fee  increases,  cost  increases  to  the  borrowers  and  to 
the  lenders. 

Mr.  Chairman  and  Senators,  I  want  to  tell  you,  we  have  no  mo- 
nopoly on  wisdom,  again,  on  this.  But  finally,  we  have  three  guid- 
ing principles.  These  principles,  stated  very  briefly,  consistent  with 
what  you  stated,  Mr.  Chairman,  are  as  follows: 
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First,  that  there  be  growth  of  small  business  financing  through 
a  zero-subsidy  that  provides  some  administrative  flexibility  and  in- 
creased preferred  lender  participation. 

The  second  of  the  guiding  principles  is  that  there  be  incentives 
for  small  loans  in  underserved  areas,  including  rural  areas,  of  this 
country. 

And  finally,  that  there  is  assurance  of  continued  profitability  for 
our  partners,  the  banks  and  the  non-bank  lenders,  so  that  they 
continue  to  be  active  in  this  program,  and  there  is  a  fair  distribu- 
tion of  costs  between  the  lenders  and  the  borrowers. 

This  is  our  best  judgment.  I  look  forward  to  responding  to  your 
questions  concerning  our  proposal. 

[The  prepared  statement  and  attachments  of  Mr.  Lader  follow:] 
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U.S.  Small  business  administration 

Washington,  D.C.     20416 

Philip  Lader 
Administrator 


Good  morning  Mr.  Chairman  and  Members  of  the  Committee.   I 
want  to  thank  you  for  inviting  me  to  appear  before  you  this 
morning  to  discuss  the  7(a)  Guaranty  Business  Loan  Program.   I 
particularly  want  to  share  with  you  recent  administrative  changes 
that  the  U.S.  Small  Business  Administration  (SBA)  has  made  in  the 
program  and  the  forthcoming  legislative  changes  that  the 
Administration  believes  are  vital  to  maintain  this  important 
access  to  credit  for  small  businesses  while  reducing  costs  to  the 
taxpayer. 

When  I  appeared  before  this  Committee  in  February,  I  gave 
you  an  overview  of  all  of  the  SBA's  programs  and  the  four  basic 
missions  or  portfolios  of  the  SBA.   These  portfolios  are:   Access 
to  credit;  business  education  and  training;  advocacy  and 
government  contracting;  and  disaster  assistance. 

The  7(a)  program  is  the  cornerstone  of  the  "access  to 
credit"  portfolio.   In  this  program,  the  Congress,  the  SBA  and 
private  sector  lenders  work  together  to  bring  loans  to  small 
business  owners  with  the  SBA  authorized  to  provide  guarantees  on 
loans  made  by  private  lenders.   At  present  approximately  7,000 
banks  and  non-bank  lenders  are  approved  to  participate  in  the  SBA 
guaranty  loan  program. 

Each  year  Congress  appropriates  funds  for  the  7(a)  program. 
The  appropriated  dollars  translate  into  "lending  authority;" 
that  is,  the  total  dollar  amount  of  loans  that  could  be  made  or 
guaranteed  that  year.   For  fiscal  year  1995,  the  Congress 
appropriated  $195  million  for  7(a)  guarantees  and  there  were  $20 
million  remaining  from  unused  fiscal  year  1994  funds.   This  $215 
million  provided  $7.8  billion  in  loan  authority.   However,  demand 
for  7(a)  loans  has  been  unprecedented  this  year  and  is  far 
outstripping  the  funds  available. 

To  ensure  that  the  program  will  not  run  out  of  money  by  the 
end  of  fiscal  year  1995,  in  January,  and  again  earlier  this 
month,  the  SBA  made  administrative  program  changes  designed  to 
stretch  available  funds.   But,  the  SBA  is  aware  that  a  longer 
term  solution  is  necessary  to  avert  similar  funding  crises  in  the 
years  to  come. 

Before  I  talk  with  you  about  the  changes  that  the  SBA  is 
proposing  in  order  to  solve  its  funding  problems,  I'd  like  to 
discuss  some  of  the  recent  innovations  at  the  SBA.   The  changes 
in  this  program  typify  the  reinvention  efforts  that  the  Agency 
has  undertaken  over  the  course  of  the  past  two  years. 

On  March  27,  1995,  President  Clinton  announced  "Stretching 
Taxpayer  Dollars,"  the  second  phase  of  SBA's  reinvention,  which 
is  aimed  at  stretching  taxpayer  dollars  through  four  basic 
themes : 
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The  first  is  to  reduce  the  government's  cost  of  small 
business  financing  while  serving  more  customers.   The  Agency's 
proposal  includes  a  combination  of  fee  and  interest  rate  changes 
which  will  transfer  the  cost  of  the  7(a)  and  504  loans  to  the 
beneficiaries  of  these  programs  —  the  borrowers  and  the  Agency's 
lending  partners. 

The  second  theme  of  the  Agency's  plan  for  stretching 
taxpayer  dollars  has  been  to  consolidate  field  operations  and 
make  greater  use  of  public-private  partnerships. 

The  third  is  to  centralize  loan  processing  to  take  better 
advantage  of  automation,  new  technologies  and  economies  of  scale. 

The  fourth  theme  is  to  move  more  headquarters  operations 
into  the  field  where  the  rubber  meets  the  road  and  to  consolidate 
some  of  those  services. 

Over  the  past  two  years,  the  SBA  developed  and  implemented 
ways  to  improve  the  7(a)  Program  by  reducing  paperwork  and 
streamlining  the  loan  approval  process  for  small  loans  up  to 
$100,000,  including  the  LowDoc  and  FA$TRAK  programs.   The  SBA  has 
improved  the  service  it  provides  for  loans  processed  under  its 
Preferred  Lender  Program  (PLP)  by  establishing  a  centralized 
processing  center  and  allowing  multi-jurisdictional  PLP  status 
for  lenders.   The  Agency  expanded  7(a)  loan  eligibility  to 
include  businesses  operating  in  industries  not  previously 
eligible  for  loans  from  the  SBA.   The  Agency  also  developed  a 
variety  of  new  loan  products  that,  by  providing  greater 
flexibility,  are  better  able  to  meet  the  special  needs  of 
previously  underserved  borrowers.   Such  borrowers  include  start- 
up businesses,  borrowers  seeking  smaller  loans,  exporters, 
minority  and  women-owned  businesses,  borrowers  requiring  longer 
maturities,  and  borrowers  requiring  on-going  access  to  line-of- 
credit  financing.   The  Agency's  loans  provide  financial 
assistance  to  these,  and  other,  small  businesses  spread  across 
the  country  and  engaged  in  virtually  every  industry. 

In  developing  these  new  products  and  improved  services,  the 
SBA  has  maintained  its  responsibility  to  protect  the  interests  of 
the  American  taxpayer.   The  SBA  has  paid  careful  attention  to  its 
loan  servicing  and  loan  collection  efforts  and  is  increasingly 
using  state-of-the-art  automation  technology  and  economies  of 
scale  to  handle  the  greatly  increased  loan  portfolio. 

As  a  result  of  the  changes  that  have  already  been  made,  and 
those  that  are  on-going,  the  7(a)  program  of  today,  the 
cornerstone  of  the  Agency's  finance  programs,  is  vastly  different 
from  the  program  of  just  a  few  years  ago.   Today  you  will  hear 
about  the  new  7(a)  lending  program  and  about  plans  to  move  this 
program  into  the  21st  century. 
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HOW  THE  7(a)  PROGRAM  WORKS 

Currently,  the  SBA  is  authorized  to  provide  guarantees 
ranging  up  to  90  percent  on  loans  made  by  private  lenders,  with 
the  average  guaranty  being  approximately  77  percent. 

Secondary  Market 

Since  1972,  participating  lenders  have  been  allowed  to  sell 
the  SBA  guaranteed  portions  of  loans  on  the  secondary  market  with 
the  SBA  guaranty  extending  to  the  secondary  market  investor. 

Approximately  half  of  all  guaranteed  loans  are  sold  on  the 
secondary  market  permitting  lenders  both  to  improve  their 
liquidity  and  to  import  capital  from  areas  of  the  country  that 
have  surpluses  to  areas  that  have  shortages.   Some  lenders  choose 
not  to  sell  their  loans  because  they  have  adequate  liquidity  or 
do  not  have  an  immediate  use  for  the  sale  proceeds. 

In  1993,  Congress  enacted  P.L.  103-81,  which  authorized  the 
SBA  to  receive  income  from  secondary  market  transactions  by 
charging  a  40  basis  point  (four  tenths  of  one  percent)  fee 
annually  on  the  guaranteed  portion  of  loans  that  are  sold  on  the 
secondary  market.   The  revenue  generated  by  this  fee  is  deposited 
in  the  SBA's  guaranteed  loan  financing  account  and  is  used  to 
offset  the  costs  of  the  7(a)  loan  guaranty  program.   At  present, 
the  SBA  is  not  authorized  to  charge  a  similar  fee  to  lenders  on 
loans  that  are  not  sold  on  the  secondary  market.   Consequently 
lenders  have  been  discouraged  from  selling  loans  into  the 
secondary  market. 

Stibaidy  Rate 

Using  data  provided  by  the  SBA,  the  subsidy  rate  is  set 
annually  by  the  Office  of  Management  and  Budget.   For  loan 
guaranty  programs,  this  subsidy  rate  is  intended  to  reflect  the 
amount  of  reserve  that  must  be  established  to  cover  losses  that 
the  SBA  may  incur  on  loans  that  are  not  repaid  by  small  business 
borrowers.   This  reserve  acts  as  a  savings  account  that  the  SBA 
draws  on  when  it  sustains  a  loss.   In  calculating  what  the 
subsidy  rate  should  be,  the  Office  of  Management  and  Budget, 
considers  income  generated  through  guaranty  and  other  types  of 
fees  and  other  income  that  the  program  generates,  historical 
losses  and  recoveries  of  the  program  and  the  level  of  the 
guaranty  provided  to  lenders. 

The  subsidy  rate  is  calculated  by  developing  a  ratio  of: 
1)  the  difference  between  expected  expenses  and  program  income 
(reflected  on  a  net  present  value  basis) ;  and  2)  the  expected 
gross  lending  level.   This  rate  is  then  multiplied  by  the  gross 
lending  authority  to  calculate  the  amount  that  must  be 
appropriated  by  the  Congress  and  placed  into  a  reserve. 
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Thanks  in  large  part  to  changes  in  the  program  made  by  P.L. 
103-81,  the  fiscal  year  1995  subsidy  rate  for  the  7(a)  guaranty 
program  is  2.74  percent.   This  means  that,  for  fiscal  year  1995, 
Congress  had  to  appropriate  only  $2.74  for  each  $100.00  of  SBA 
lending  authority.   As  was  stated  previously,  the  SBA 
appropriation  for  fiscal  year  1995  provides  $7.8  billion  in  7(a) 
guaranty  program  loan  authority  at  a  cost  to  the  taxpayers  of 
only  $215  million.   Despite  this  relatively  low  subsidy  rate, 
current  budget  constraints  do  not  allow  the  SBA  to  completely 
meet  program  demands. 

Administrative  Loan  Ceiling 

Effective  January  1,  1995,  to  avert  a  projected  shut  down  of 
the  7(a)  program  in  July,  the  SBA  implemented  a  program  change 
that,  with  some  exceptions,  temporarily  limits  to  $500,000  the 
gross  amount  of  a  loan  that  can  be  submitted  under  the  7(a) 
guaranty  program.   This  loan  ceiling  was  established  with  three 
purposes  in  mind:   1)  to  stretch  appropriation  to  last  the  full 
fiscal  year;  2)  to  assist  the  greatest  number  of  small  businesses 
within  the  Agency's  limited  resources;  and,  3)  to  focus  on  the 
smaller  businesses  which  have  the  greatest  difficulty  obtaining 
capital  and  which  are  creating  the  lion's  share  of  new  jobs. 

This  change  was  necessary  because  actual  program  demand 
during  the  first  quarter  of  this  fiscal  year  was  an  unprecedented 
$38  million  per  day  ($8.8  billion  annualized),  compared  to  an 
average  of  $30  million  per  day  in  fiscal  year  1994.   With  the 
historical  increase  in  demand  that  occurs  during  the  second  half 
of  the  year,  the  Agency  estimated  that  program  demand  for  the 
year  would  be  between  $9.0  billion  and  $9.3  billion,  or  $1.2 
billion  to  $1.5  billion  greater  than  SBA's  available  lending 
authority.   SBA  calculated  that,  without  administrative  action  to 
stretch  the  appropriation,  the  SBA  first  quarter  allocation  of 
7(a)  lending  authority  would  have  run  out  December  16th  and  the 
fiscal  year's  program  authority  would  have  been  expended  in  July 
1995. 

Before  implementing  the  $500,000  loan  cap,  the  SBA 
considered  a  number  of  other  administrative  options.   Among  the 
other  options  considered  were  eliminating  real  estate  refinancing 
and  eliminating  debt  refinancing.   After  examining  all  available 
options  it  was  determined  that  the  most  appropriate  option  would 
be  to  administratively  limit  to  $500,000  the  maximum  size  of  a 
loan  that  SBA  would  guarantee. 

This  decision  was  not  made  lightly.   SBA  knew  that  by 
limiting  loan  size,  the  Agency  would  be  limiting  its  ability  to 
serve  some  potential  borrowers.   However,  only  a  relatively  small 
percentage  of  the  SBA's  potential  customers  are  being  affected. 
Last  year  only  10  percent  of  7(a)  borrowers,  approximately  3,800 
businesses,  received  loans  greater  than  $500,000.   Loans  to  these 
borrowers,  however,  accounted  for  more  than  3  8  percent  of  the 
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SBA's  lending  dollars.   By  instituting  the  cap  it  was  projected 
that  the  dollars  saved  would  make  it  possible  for  the  SEA  to  make 
22,000  loans  of  $100,000  or  less.   SBA  and  the  Administration 
decided  in  favor  of  serving  more  firms  and  in  favor  of  ensuring 
the  availability  of  the  very  small  loan  which  is  often 
unavailable  in  many  markets  without  an  SBA  guaranty. 

Restriction  on  Refinancing  through  the  7(a)  Program 

After  implementing  this  cost  saving  measure,  the  SBA 
continued  to  monitor  7(a)  program  usage  closely.   By  late  April, 
it  was  clear  that,  despite  the  imposition  of  the  $500,000  loan 
cap,  available  funds  would  not  meet  program  demand  for  the 
balance  of  the  fiscal  year.   For  available  funding  to  last  until 
the  end  of  the  fiscal  year,  7(a)  program  usage  would  have  to  be 
sustained  at  the  rate  of  approximately  $26  million  per  business 
day.   However,  actual  program  usage  was  continuing  at  the  rate  of 
approximately  $31  million  per  day.   Based  on  the  program's  actual 
usage  rate,  the  Agency  projected  that  third  quarter  funding  would 
be  expended  by  June  22,  1995,  and  the  entire  fiscal  year's 
funding  would  be  expended  by  August  17,  1995. 

Once  again,  a  difficult  decision  had  to  be  made.   After 
carefully  considering  the  options  available  to  the  Agency,  it  was 
determined  that  the  most  appropriate  alternative  would  be  to 
restrict  refinancing  of  debt. 

Effective  May  15,  1995,  with  two  exceptions,  SBA  no  longer 
accepts  loans  seeking  to  refinance  existing  debt.   The  two 
exceptions  to  this  policy  are  that:   1)   Refinancing  will  be 
permitted  for  trade  related  accounts  and  notes  payable;  and,  2) 
Refinancing  of  existing  lines  of  credit  will  be  permitted  under 
SBA's  CAPLines  asset-based  loan  program. 

The  SBA  believes  that  implementation  of  the  restrictions  on 
debt  refinancing  will  enable  it  to  stretch  available  dollars  to 
meet  program  needs.   However,  the  Agency  will  continue  to  monitor 
closely  7(a)  program  usage  and  will  make  other  program 
adjustments  if  it  is  necessary. 

FUTURE  FUNDING  FOR  THE  7(a)  PROGRAM 

The  funding  shortfall  problem  is  being  addressed  on  a  longer 
term  basis  by  the  Agency's  plan:   "Stretching  Taxpayer  Dollar$." 
This  plan  builds  upon  the  Administration's  past  two  years  of 
reinventing  the  SBA  and  continues  the  Agency's  efforts  to  meet 
the  needs  of  the  small  business  community.   As  part  of  this 
reinvention  effort,  the  Administration  will  submit  legislative 
changes  for  many  SBA  programs  including  the  7(a)  program.   These 
proposed  7(a)  program  changes  are  designed  to  reduce  the 
program's  subsidy  rate  to  zero  thus  enabling  the  Agency  to  serve 
more  small  firms  and  to  provide  loans  in  slightly  larger  amounts, 
while  substantially  reducing  the  program's  cost  to  the  taxpayer. 
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The  changes  proposed  for  the  7(a)  program  are: 

1)  Instituting  new  fees  to  be  paid  to  the  SBA  by  lenders. 
These  fees  would  be  based  on  the  guaranteed  amount  of 
the  loan  as  follows: 

Loans  $100.000  and  under:   an  annual  fee  of  3  0  basis 
points  (3  tenths  of  1  percent)  on  the  guaranteed  amount 
of  the  loan  outstanding. 

Loans  over  $100.000:   an  annual  fee  of  40  basis  points 
(4  tenths  of  1  percent)  on  the  guaranteed  amount  of  the 
loan  outstanding. 

These  fees  would  be  reduced  by  10  basis  points  (1  tenth 
of  1  percent)  for  loans  made  under  the  Preferred 
Lenders  Program  (PLP) .   This  reduction  rewards  PLP 
lenders  for  the  extra  effort  they  undertake  in 
processing  and  servicing  PLP  loans. 

(Currently,  the  SBA  charges  lenders  that  sell  the  SBA 
guaranteed  portion  of  a  loan  on  the  secondary  market  an 
annual  40  basis  points  (4  tenths  of  1  percent)  fee  on 
the  guaranteed  portion  of  the  loan.   No  fee  is  charged 
to  lenders  on  loans  not  sold  on  the  secondary  market. 
The  fee  for  secondary  market  sales  would  be  eliminated 
with  respect  to  loans  sold  after  the  enactment  of  the 
Agency's  legislative  proposal.) 

2)  Increasing  fees  paid  to  the  SBA  by  lenders  which  may 
be,  and  usually  are,  passed  on  to  borrowers  and/or 
reducing  or  eliminating  the  amount  of  these  fees  that 
the  SBA,  on  certain  loans,  permits  participant  lenders 
to  retain.   Under  the  proposed  changes,  SBA  would 
charge  a  2  percent  fee  on  the  gross  amount  of  the  loan, 
and  would  not  share  this  fee  with  the  lender  as  it  now 
does  under  certain  circumstances. 

(Currently,  lenders  pay  a  2  percent  guaranty  fee  on  the 
guaranteed  portion  of  a  loan.   This  fee  is  usually 
passed  on  to  borrowers.   The  SBA  allows  lenders  to 
retain  half  of  this  fee  on  loans  of  $50,000  or  less, 
and  on  the  first  $75,000  of  loans  made  in  rural  areas.) 

3)  Reducing  the  percentage  of  a  loan  that  the  SBA  will 
guarantee  based  on  the  gross  amount  of  the  loan  as 
follows  — 

For  loans  $100,000  and  under  —  85%  guaranty 

For  loans  between  $100,001  and  $1,000,000  —  75% 
guaranty 
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For  loans  $1,000,000  and  over —  75%  on  the  amount  up  to 
$1,000,000  and  50%  guaranty  on  the  amount  over 
$1,000,000 

(Currently,  the  SBA  may  guarantee  up  to  90  percent  of 
loans  in  total  amounts  up  to  $155,000,  up  to  85  percent 
on  loans  over  $155,000  with  maturities  of  10  years  or 
less,  up  to  75  percent  on  loans  over  $155,000  with 
maturities  in  excess  of  10  years,  and  up  to  7  0  percent 
on  any  loan  processed  under  the  Preferred  Lender 
Program  (PLP) . ) 

4)    Increasing  the  maximum  interest  rate  that  the  lender 
can  charge  by  one-half  of  one  percent,  and  requiring 
that  this  interest  rate  increase  be  passed  through  to 
the  SBA. 

(Generally  the  maximum  interest  rate  that  a  lender  can 
now  charge  is  limited  to  2.75  percent  over  prime  for 
loans  with  terms  greater  than  7  years;  prime  plus  2.2  5 
percent  for  loans  of  7  years  or  less.) 

These  changes,  in  combination,  will  allow  the  7(a)  program 
to  reduce  its  subsidy  rate  from  the  2.76  rate  established  for 
fiscal  year  1996,  to  zero.   This  means  that  7(a)  program  lenders 
and  borrowers  would  pay  the  cost  of , loans  under  the  program  thus 
lifting  this  burden  from  the  American  taxpayers.   The  cost  of 
program  administration  would  still  require  appropriations.   The 
changes  would  also  allow  the  Agency  to  increase  its  maximum 
guaranty  amount  to  $1  million,  thus  allowing  small  business 
borrowers  with  slightly  larger  funding  needs  to  receive 
assistance  from  the  SBA. 

In  deciding  what  program  changes  should  be  made  to  improve 
the  subsidy  rate,  care  was  taken  to  assure  that  the  fees  charged 
to  borrowers  would  not  make  the  program  too  expensive  to  be 
financially  practical  and  that  the  fees  charged  to  lenders  or 
reductions  in  the  guaranty  percentages  would  not  be  so  great  as 
to  make  use  of  the  program  commercially  impractical. 

With  the  proposed  changes,  a  $54,000  five  year  LowDoc  loan 
(the  LowDoc  average)  would  cost  a  borrower  an  additional  $13.50 
per  month,  and  additional  up-front  fees  of  only  $108.   A  $170,000 
12-year  SBA  loan  would  cost  a  borrower  an  additional  $51  per 
month  and  additional  up-front  fees  of  $782.   The  additional  costs 
to  a  private  lender  would  be  $52  3  for  the  LowDoc  loan  example  and 
$3,831  for  the  $170,000  loan.   The  additional  costs  to  the  lender 
are  over  the  total  life  of  the  loan. 

The  Administration  believes  that,  by  reducing  the  subsidy  to 
zero,  the  "on  again/off  again"  operation  of  the  7(a)  program  can 
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be  corrected  on  a  permanent  basis  and  the  SBA  will  be  able  to 
operate  the  7(a)  program  at  a  level  that  will  meet  demand. 

By  implementing  reasonable  additional  fees,  the  zero  subsidy 
proposal  included  in  the  second  phase  of  the  Agency's  Reinventing 
Government  (REGO  II)  plan  would  transfer  the  program  subsidy  cost 
to  those  that  benefit  from  the  guaranty  program,  the  small 
businesses  and  the  lenders. 

The  Administration  has  built  into  the  zero-subsidy 
calculation  conservative  assumptions  with  respect  to  defaults  and 
recoveries  as  cautionary  measures  to  avert  subsidy  rates  greater 
than  zero  if  recoveries  decline  or  other  assumptions  prove  wrong. 
Further,  the  Administration  is  proposing  to  Congress  that  some 
flexibility  be  build  in  so  that  adjustments  could  be  made  as 
needed  to  keep  the  rate  at  zero. 

Implementing  the  zero  subsidy  will  enable  the  program  to 
operate  at  its  congressionally  authorized  level  without  the  need 
for  annual  subsidy  appropriations. 

The  Administration  and  the  Agency  are  committed  to  credit 
quality  and  therefore  will  request  language  to  require  the  Agency 
to  use  its  workload  standards  to  ensure  that  it  does  not  exceed  a 
loan  volume  that  it  can  prudently  administer  in  the  processing, 
servicing,  and  liquidation  functions.    Additionally,  the  Agency 
will  ask  its  lending  partners  to  do  more  with  new  SBA  products 
including  FA$TRAK  and  LowDoc,  and  the  longstanding  Preferred 
Lenders  Program.   The  Agency  believes  that  increased  lender 
participation  adds  to  the  quality  of  the  loans  made  and  decreases 
program  losses. 

NEW  LOAN  PROGRAMS  DESIGNED  TO  MEET  CUSTOMER  NEEDS 

During  the  past  two  years,  the  SBA  developed  and  implemented 
a  number  of  new  loan  programs  designed  to  fill  gaps  to  assist 
borrowers  whose  needs  were  not  being  met  by  the  SBA  or  the 
private  sector.   All  of  these  loan  programs  are  operated  within 
the  7(a)  program.   These  new  programs  include  the  Low 
Documentation  Loan  Program  (LowDoc) ,  the  States'  Treasurers  "Main 
Street"  Investment  Program,  the  FA$TRAK  Program,  the  Women's  Pre- 
Qualif ication  Pilot,  the  Minority  Pre-Qualif ication  Pilot,  the 
Export  Working  Capital  Loan  Program  and  the  CAPLines  asset-based 
loan  programs. 

The  Low  Doctunentation  Loan  Program  (LowDoc) 

One  of  the  best  examples  of  the  recent  innovative  changes 
that  the  SBA  has  made  in  the  7(a)  lending  program  is  LowDoc,  the 
low  documentation  small  loan  program.   The  need  for  a  program 
like  LowDoc  became  evident  at  a  series  of  town  hall  meetings  held 
around  the  country  during  the  Spring  of  1993.   One  complaint  was 
heard  time  after  time  —  small  businesses  were  unable  to  find 
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lenders  able  or  willing  to  provide  loans  in  amounts  under 
$100,000. 

The  LowDoc  program  was  created  as  a  way  to  respond  to  this 
critical  funding  need.   The  program  was  designed  to  increase  the 
access  that  businesses  have  to  smaller  loans  by  reducing  the 
paperwork  burden  imposed  on  lenders  for  these  loans.   The  SBA 
LowDoc  application  is  only  one  page.   This  single  sheet  is  both 
the  applicant's  SBA  loan  application  and  the  lender's  request  for 
an  SBA  guaranty.   This  application  is  a  distillation  of  all  the 
information  previously  required  from  applicants  on  a  series  of 
forms  and  required  attachments.   The  lender  still  requests 
whatever  additional  information  it  requires  to  make  an 
appropriate  credit  decision. 

The  LowDoc  program  was  piloted  in  Texas  beginning  in 
December  1993,  and  was  expanded  nationally  last  summer.   During 
the  expansion  phase  each  SBA  district  office  selected  lenders 
within  its  area  to  participate  in  LowDoc.   Because  the  LowDoc 
application  evaluation  requires  a  high  degree  of  experience  and 
judgment  on  the  part  of  the  participant  lender,  lender  selections 
were  based  on  past  and/or  projected  levels  of  activity,  the 
degree  of  success  achieved  in  the  lender's  SBA  loan  portfolio, 
and  the  lender's  cooperativeness  and  dedication  to  meeting  the 
financing  needs  of  small  business.   Expansion  of  the  program 
nationally  was  accomplished  over  time  with  SBA  certifying  its 
personnel  as  competent  to  process  LowDoc  applications  only  after 
they  had  taken  an  intensive  two-day  training  course. 

In  order  to  assure  the  appropriate  in-depth  review  required 
in  some  cases,  some  applicants  cannot  be  considered  for  loans 
under  the  LowDoc  program,  but  must  apply  through  the  regular  7(a) 
program.   These  include  individuals  indicating  any  criminal 
history,  applicants  with  poor  personal  or  business  credit,  and 
applicants  that  have  previously  filed  for  bankruptcy.   In 
addition,  the  LowDoc  program  is  only  available  to  businesses  with 
average  annual  sales  less  than  $5  million  and  fewer  than  100 
employees. 

The  program  has  been  extremely  well  received  by  both 
borrowers  and  the  Agency's  participant  lenders.   During  fiscal 
year  1994,  the  SBA  approved  nearly  6,000  LowDoc  loans  totalling 
approximately  $316  million.   The  Agency  anticipates  that  it  will 
approve  approximately  35,000  LowDoc  loans  during  fiscal  year 
1995. 

The  Agency  is  stressing  quality  as  well  as  quantity  in  the 
making  of  LowDoc  loans.   Very  early  reports  show  that  loans  made 
under  the  program  are  performing  at  a  better  rate  than  those  made 
during  the  same  period  under  the  regular  7(a)  program.   Between 
December  1,  1993,  and  March  31,  1995,  SBA  approved  21,520  LowDoc 
loans  totalling  approximately  $1.8  billion.   Of  these,  only  128 
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loans  totalling  $5.9  million  are  not  current  in  their  payments  to 
the  lender.   The  percent  of  LowDoc  loans  that  are  not  current  is 
five  tenths  of  one  percent  in  dollars,  and  six  tenths  of  one 
percent  in  numbers.   These  figures  compare  very  favorably  to  non- 
LowDoc  loans  under  $100,000  made  during  the  same  period  which 
show  a  1.6  percent  non-current  status  in  dollars,  and  a  1.8 
percent  non-current  status  in  numbers  of  loans.   The  LowDoc 
figures  also  stand  up  when  compared  to  all  other  7(a)  loans  which 
have  a  nine  tenths  of  one  percent  non-current  status  in  dollars 
and  a  1.2  percent  non-current  status  in  terms  of  numbers  of 
loans . 

Even  though  these  preliminary  results  indicate  that  LowDoc 
loans  are  performing  well,  the  Agency  is  continuing  to  monitor 
the  program  closely.   To  date,  staff  from  the  SBA  Headquarters 
office  has  visited  34  LowDoc  lenders  that  make  loans  through  5 
district  offices.   The  results  of  these  hands-on  examinations  of 
the  lenders'  credit  analyses  are  very  positive.   Based  on  these 
reviews,  the  SBA  has  been  able  to  conclude  that  the  lenders  are 
performing  in-depth  credit  analyses  and  are  making  appropriate 
requests  for  loan  guarantees  from  the  SBA.   Future  plans  for  the 
program  call  for  on-going  monitoring  and  sampling  to  assure  that 
the  same  high  quality  performance  by  the  Agency's  lenders 
continues. 

To  further  improve  the  procedural  efficiency  of  the  LowDoc 
program,  on  May  1,  1995,  the  SBA  proposed  plans  to  centralize 
LowDoc  processing  at  three  sites:   Sacramento,  California; 
Madison,  Wisconsin;  and,  Melville,  New  York.   The  processing 
center  sites  were  selected  from  among  the  district  and  branch 
offices  scheduled  for  closure  as  part  of  the  Agency's  overall 
streamlining  efforts. 

The  processing  centers  will  enable  the  SBA  to  achieve 
economies  of  scale  and  to  take  advantage  of  the  latest  in 
technology.   They  will  also  help  to  assure  a  high  degree  of 
consistency  in  the  loan  consideration  process.   SBA  hopes  to  have 
these  centers  operational  within  approximately  60  days. 

The  Main  Street  Investment  Program 

Another  innovation  in  the  7(a)  program  is  the  Main  Street 
Investment  Program.   On  October  24,  1994,  Pennsylvania  State 
Treasurer  Catherine  Baker  Knoll  and  the  Agency  announced  a  new 
Federal/state/private  partnership  that  will  increase  access  to 
capital  for  small  business  owners  throughout  the  state  of 
Pennsylvania.    This  new  initiative,  the  Main  Street  Investment 
Program,  will  make  7(a)  program  LowDoc  loans  more  readily 
available  through  an  agreement  between  the  State  treasury  and 
community  banks.   The  program  will  be  especially  beneficial  to 
small  businesses  in  rural  areas. 
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Pennsylvania  allocated  $25  million  in  state  tax  dollars  for 
the  purchase  of  certificates  of  deposit  from  Pennsylvania 
community  banks  that  agree  to  use  these  funds  to  make  SBA  LowDoc 
loans. 

The  Agency  has  discussed  this  practical  approach  to 
providing  funds  for  community  banks  with  state  treasurers  in  a 
number  of  other  states  and  have  invited  them  to  strengthen  the 
small  business  segment  of  their  economies  by  participating.   This 
program  is  a  good  example  of  the  positive  result  that  comes  from 
leveraging  resources  —  in  this  case  Federal,  State  and  private 
sector  resources. 

The  FASTRAK  Program 

In  another  effort  to  streamline  the  7(a)  program,  the  SBA 
has  been  working  closely  over  the  past  year  with  some  of  the 
Agency's  lending  partners  to  develop  another  exciting  new  pilot 
program,   FA$TRAK.   This  new  pilot  is  designed  to  increase  the 
availability  of  smaller  loans  for  the  Agency's  small  business 
customers  and  to  decrease  the  paperwork  burden  imposed  on  the 
Agency's  lending  partners.   Under  FA$TRAK,  which  was  launched 
approximately  three  months  ago,  18  selected  lenders  are 
authorized  to  make,  service  and  liquidate  loans  in  amounts  up  to 
$100,000  using  their  own  application  and  disbursement  documents 
and  processes.   In  exchange  for  the  convenience  of  using  their 
own  forms  and  processes,  the  pilot  program  lenders  have  agreed 
that  the  SBA  guaranty  on  these  loans  will  be  limited  to  50 
percent.   As  of  April  28,  1995,  SBA  has  approved  46  FA$TRAK  loans 
totalling  $2.0  million. 

The  Women's  Pre-Oualif ication  Pilot  Loan  Program 

Last  year,  the  SBA  also  took  a  hard  look  at  its  record  of 
lending  to  women-owned  businesses  and  found  that  historically 
only  approximately  10  to  12  percent  of  the  SBA  loans  and  loan 
guaranties  have  gone  to  women-owned  businesses.   Statistics  show 
that  women-owned  businesses  constitute  approximately  one  third  of 
all  small  businesses  and  that  women  are  starting  businesses  at  a 
faster  rate  than  their  male  counterparts.   Therefore,  the  SBA 
felt  that  it  was  necessary  to  look  at  new  ways  to  improve  the 
SBA's  ability  to  meet  the  borrowing  needs  of  -fomen  business 
owners . 

The  Women's  Pre-Qualif ication  Pilot  Loan  Program  is  really 
not  a  new  loan  program,  rather  it  is  a  new  loan  process. 
Ordinarily,  when  a  small  business  person  needs  a  loan  she  does 
not  come  to  the  SBA  with  a  loan  request.   Instead,  she  goes 
directly  to  a  lender.   Many  women  have  advised  us  that  they  feel 
that  often  their  loan  applications  are  not  taken  seriously,  and 
they  are  discouraged  from  pursuing  entrepreneurial  opportunities. 

The  Women's  Pre-Qualif ication  Pilot  program  allows  the  SBA 
to  look  at  and  pre-qualify  loans  for  women-owned  businesses  prior 
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to  their  submission  to  a  participating  lender.   The  SBA  pre- 
qualif ication  letter  assures  the  lender  that  the  SBA  has  reviewed 
the  loan  application  and  determined  that,  if  the  lender  agrees  to 
make  the  loan,  an  SBA  guaranty  will  be  available. 

The  pilot  began  June  1,  1994,  and  since  that  date, 
additional  sites  have  been  added  to  bring  the  total  number  of 
pilot  sites  to  16.   They  are:   Augusta,  Maine;  Albuquerque,  New 
Mexico;  Boston,  Massachusetts;  Buffalo,  New  York;  Charlotte, 
North  Carolina;  Chicago,  Illinois;  Columbus,  Ohio;  Denver, 
Colorado;  Helena,  Montana;  Louisville,  Kentucky;  New  Orleans, 
Louisiana;  Philadelphia,  Pennsylvania;  Portland,  Oregon; 
St. Louis,  Missouri;  Salt  Lake  City,  Utah;  and  San  Francisco, 
California. 

The  SBA  has  contracted  with  the  Women's  Business  Development 
Center  in  Chicago,  Illinois,  to  gather  data  and  help  us  evaluate 
the  effectiveness  of  the  first  six  months  of  the  pilot's 
operations.   The  results  of  this  evaluation  will  help  us  to 
decide  whether  the  program  should  continue  as  is,  be  changed, 
expanded,  or  discontinued. 

As  of  April  28,  1995,  under  this  pilot  program,  the  SBA  had 
approved  279  loans  totalling  $24.7  million. 

The  Minority  Pre-Oualification  Pilot  Loan  Program 

Like  women-owned  businesses,  minority-owned  businesses  also 
have  difficulty  in  obtaining  loans  through  traditional  loan 
sources.   For  this  reason,  the  SBA  has  decided  to  pilot  a  pre- 
qualif ication  loan  program  for  minority-owned  businesses. 

The  pilot  is  similar  to  the  Women's  Pre-Qualif ication  Pilot, 
however,  participating  sites  customize  the  program  to  their 
particular  needs.   The  15  participating  sites  are:   Boston, 
Massachusetts;  New  York,  New  York;  Baltimore,  Maryland; 
Philadelphia,  Pennsylvania;  Columbia,  South  Carolina;  Miami, 
Florida;  Detroit,  Michigan;  Milwaukee,  Wisconsin;  Houston,  Texas; 
St.  Louis,  Missouri;  Kansas  City,  Kansas;  Fargo,  North  Dakota; 
Helena,  Montana;  Los  Angeles,  California;  and,  Seattle, 
Washington.   The  SBA  expects  to  evaluate  the  pre-qualif ication 
program  on  an  on-going  basis  during  its  year-long  pilot. 

The  Export  Working  Capital  Program 

In  the  area  of  providing  capital  for  exporting,  the  SBA  has 
refined  its  7(a)  program  to  meet  a  gap  in  private  sector  lending. 
Many  private  sector  lenders  have  little  or  no  experience  with 
trade  loans  under  $1  million.   Trade  loans  are  loans  to  exporters 
which  cover  specific  transactions,  or  export  deals.   They  are 
short  term  in  nature  (6  to  12  months  in  duration) ,  and,  unlike 
most  regular  business  loans,  collateral  is  generally  the  goods 
involved  in  the  export  deal.   Because  they  are  not  familiar  with 
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these  loans,  lenders  believe  that  they  are  too  risky  and  time- 
consuming  to  be  commercially  reasonable.   Yet  it  is  precisely 
these  smaller  loans  that  many  small  exporters  need. 

In  response  to  this  need,  the  SBA  carefully  designed  a 
program  to  provide  small  business  with  the  working  capital 
necessary  to  support  their  export  transactions.   On  October  1, 
1994,  the  SBA  kicked  off  the  Export  Working  Capital  program, 
which  will  operate  on  a  one  year  pilot  basis. 

In  order  to  make  this  program  operate  most  effectively,  the 
Administration  requested,  and  Congress  approved  in  Public  Law 
103-403,  a  harmonization,  or  blending,  of  the  SBA  export  working 
capital  program  with  the  finance  program  of  the  U.S.  Export- 
Import  Bank  (Eximbank) .   This  harmonization  was  the  result  of  the 
efforts  of  President  Clinton's  Trade  Promotion  Coordinating 
Committee,  which  addressed  the  difficulties  American  companies 
have  working  through  the  maze  of  the  19  Federal  Agencies  of  the 
Federal  Government  that  are  involved  in  international  trade.    As 
part  of  this  harmonization,  the  SBA  adopted  Eximbank' s  practice 
of  providing  preliminary  commitments  to  exporters  with  the  SBA, 
not  the  lender,  reviewing  the  loan  application  first,  in  a  manner 
similar  to  the  pre-qualif ication  programs  that  were  mentioned 
earlier. 

The  SBA  also  revised  its  fee  and  interest  rate  policies  to 
allow  participating  lenders  a  more  reasonable  return  on  their 
investment  by  assessing  their  risk  and  charging  the  appropriate 
market  rate,  or  usually  2  to  3  percentage  points  over  the  prime 
rate.   In  addition,  the  Agency  worked  with  Eximbank  to  de^^  lop  a 
simplified,  user  friendly,  joint  application  form  which  now  lets 
the  exporter  apply  either  to  the  SBA  or  Eximbank  depending  on  the 
loan  amount  requested  with  the  larger  loans  going  to  Eximbank  and 
smaller  loans  going  to  the  SBA.   Finally,  joint  lenders'  guides 
and  instructions  were  developed;  and,  with  the  support  of  the 
Congress,  SBA  obtained  the  legislative  changes  necessary  to  allow 
the  Agency  to  guarantee  90  percent  of  the  EWCP  loan  and  the 
authority  to  guarantee  standby  letters  of  credit,  an  increasingly 
common  feature  of  many  international  sales  contracts. 

The  SBA  is  committed  to  making  this  program  a  success,  and 
is  not  proposing  to  change  its  harmonized  features.   The  Agency 
is  carefully  monitoring  this  program  during  its  pilot  period  and 
will  refine  it  wherever  necessary  to  assure  that  a  product  is 
delivered  that  meets  the  needs  of  the  small  business  exporting 
community.   SBA  set  a  national  goal  for  fiscal  year  1995  of 
approximately  1,600  international  trade-related  loans  under  the 
7(a)  business  loan  program.   Within  that  goal,  the  Agency  has  a 
sub-target  of  300  loans  was  set  to  be  made  under  the  Export 
Working  Capital  Program. 
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CAPLinea 

Recently,  the  SBA  took  steps  to  make  its  asset-based  lending 
program  (formerly  know  as  GreenLine)  more  customer-friendly. 
Responding  to  criticism  that  the  monitoring  requirements  of  the 
program  were  too  stringent  and  too  expensive  for  smaller  asset- 
based  revolving  loans,  the  SBA  introduced  a  new,  less 
complicated,  and  less  costly  program  to  handle  asset-based 
revolving  lines  of  credit  in  amounts  up  to  $200,000. 

All  of  the  SEA'S  short  term  and  revolving  lines  of  credit 
programs  now  operate  under  the  newly  named  CAPLines  umbrella. 
Under  the  various  CAPLines  components,  the  SBA  provides  financing 
for  various  needs  including  asset-based,  seasonal,  contract  and 
builders'  lines  of  credit.   These  programs  help  to  finance  the 
short-term  cyclical  needs  of  many  small  business  borrowers. 

The  heart  of  the  Agency's  asset  based  lending  program  is  its 
ability  to  support  lenders  in  their  efforts  to  provide  businesses 
with  short  term  financing,  based  on  the  business'  cash  cycle 
rather  than  its  cash  flow  over  an  established  period  of  time. 
Based  on  its  cash  needs,  the  borrower  may  take  advances  from  the 
line  of  credit,  and  must  repay  the  line  from  cash  received, 
throughout  the  term  of  the  loan.   This  assures  that  the  loan  will 
truly  revolve. 


IMPROVED  EFFICIENCY  OF  OPERATIONS  AND  PROCESSES 

Processing 

The  SBA  has  not  limited  its  efforts  to  adding  new  programs 
or  changing  existing  ones.   To  maximize  use  of  taxpayer  dollars, 
the  Agency  has  taken  steps  to  improve  the  efficiency  of  both 
operations  and  processes.   Using  the  example  of  private  sector 
lenders,  the  SBA  established  a  centralized  loan  processing  center 
to  handle  all  loans  processed  under  the  Preferred  Lenders 
Program.   The  SBA  accords  preferred  lender  status  to  its  most 
active  and  seasoned  lenders  based  on  the  high  quality  of  the 
relationship  between  the  SBA  and  the  lender.   A  preferred  lender 
is  authorized  to  approve  loans  on  behalf  of  the  SBA  without  the 
Agency's  prior  credit  review.   This  processing  center  is  also 
responsible  for  processing  loans  under  the  FA$TRAK  program. 

Servicing  a  Growing  Loan  Portfolio 

The  SBA  loan  portfolio  consists  of  three  types  of  loans  — 
regular  business  loans,  both  guaranteed  (including  502  and  504 
program  loans)  and  direct;  direct  disaster  business  loans;  and 
disaster  home  loans. 

Several  years  ago,  the  SBA  determined  that  it  could  service 
the  disaster  home  loans  in  its  portfolio  on  a  more  cost  effective 
basis  if  it  centralized  these  servicing  activities  in  four 
servicing  centers.   The  centers  are  highly  automated  and  allow 
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for  a  tremendous  savings  by  virtue  of  the  economies  of  scale  that 
they  allow. 

The  efficient  operation  of  these  centers  inspired  the  SBA  to 
establish  similar  servicing  center  operations  to  handle  the 
business  loan  portfolio.   The  SBA  is  expanding  the  operations  of 
its  Commercial  Loan  Servicing  Center  in  Fresno,  California,  and 
has  started  staffing  a  second  Commercial  Loan  Servicing  Center  in 
Little  Rock,  Arkansas.   These  centers  will,  with  limited 
exceptions,  service  the  entire  SBA  commercial  loan  portfolio  of 
loans  that  are  current  through  60  days  past  due.   The 
centralizing  of  the  loan  servicing  function  will,  by  taking 
advantage  of  economies  of  scale  and  the  latest  in  automation, 
reduce  operation  costs,  allow  the  SBA  to  manage  its  growing 
portfolio  and  improve  the  quality  of  the  service  being  provided 
to  the  small  business  community  and  to  participating  lenders. 

I  have  provided  a  lot  of  information  on  the  7(a)  loan 
program,  and  on  the  changes  that  the  Agency  has  made  and  are 
proposing  to  make  to  improve  its  efficiency  and  cost- 
effectiveness.   In  closing,  I  would  like  to  remind  you  of  the 
real  life  impact  that  a  7(a)  loan  can  have  on  one  small  business 
and  on  the  community  in  which  it  is  located. 

Recently,  the  SBA  provided  a  LowDoc  loan  to  expand  the 
operations  of  Randy's  Repair,  a  general  automotive  repair  shop 
located  in  rural  Gower,  Missouri. 

The  company  was  established  in  1988  by  owner  Randy  Barton. 
The  company  specializes  in  the  repair  of  farm  vehicles  and  over- 
the-road  trucks  and  is  the  only  operation  of  its  kind  in  the 
area,  where  it  enjoys  an  excellent  reputation.   The  business  has 
grown  rapidly  since  opening,  with  sales  increasing  by  77  percent 
in  1993  and  by  18  percent  in  1994.   The  small  company  now 
provides  employment  for  8  individuals  in  the  rural  community  of 
1,200. 

The  proceeds  of  the  $40,000  LowDoc  loan  were  used  for 
construction  of  an  additional  building  to  provide  added  repair 
space  and  storage  as  well  as  a  small  showroom  and  a  waiting  area 
for  the  company's  customers.   The  company  expects  that  this  added 
space  will  allow  for  continued  growth. 

Randy's  Repair  is  only  one  example  of  the  tremendous  impact 
that  the  SBA  has  had  on  small  businesses  over  the  years.   Since 
1953,  through  various  programs  and  resource  partners,  the  SBA  has 
provided  countless  small  businesses  unique  opportunities  for 
access  to  capital  and  business  education.   The  Agency  also  has 
acted  as  an  advocate  and  a  voice  for  small  business. 

I  very  much  believe  that  the  7(a)  lending  program  is 
critically  important  to  the  continued  growth  of  small  business  in 
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this  country.   I  hope  to  work  very  closely  with  Members  of  this 
committee  to  design  program  changes  that  will  allow  us  to 
maintain  a  lending  program  able  to  meet  the  needs  of  as  many 
Small  businesses  as  possible  within  necessary  budget  constraints. 

Thank  you,  Mr.  Chairman.   That  concludes  my  prepared 
remarks.   I  will  be  glad  to  answer  any  questions  you  may  have. 
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Chairman  Bond.  Thank  you  very  much,  Mr.  Lader. 

BeforTwe  begin  the  first  round  of  questiomng,  I  wou  d  like  to 
turn  to  the  ranking  member  for  any  opening  statement  that  he 
wishes  to  make.  Senator  Bumpers.  

Senator  BUMPERS.  Mr.  Chairman,  I  ask  unanimous  consent  that 
my  opening  statement  be  inserted  in  the  record. 

Chairman  BOND.  Without  objection. 

[The  prepared  statement  of  Senator  Bumpers  follows:] 
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OPENING  STATEMENT  OF  SENATOR  DALE  BUMPERS 

Committee  on  Small  Business 

May  18, 1995 

Today's  hearing  will  address  the  status  of  SBA's  flagship  small  business  loan  program,  Sec. 
7(a)  loan  guarantees.   The  importance  of  this  program  to  the  small  business  sector  and  to  the 
economy  overall  continues  to  grow.    In  1992,  SBA  made  $5.9  billion  in  7(a)  loans  at  a  cost 
to  the  Treasury  of  $273  million.    In  1994,  the  agency  made  $8.2  billion  in  loans  at  a  cost  of 
$168  million.   That  is  a  39  per  cent  increase  in  loan  volume,  and  a  38.5  per  cent  decrease  in 
program  costs.    That  savings,  quite  frankly,  is  due  to  the  brilliant  work  of  the  members  of  this 
Committee  ~  if  I  do  say  so  ~  and  the  House  Committee  who  worked  to  restructure  this 
program  exactly  two  years  ago.    We  reduced  the  7(a)  subsidy  from  5.4%  to  2.2%.   Now  that 
cost  has  risen  to  2.7%,  and  we  are  told  that  further  savings  must  be  achieved. 

Demand  for  these  small  business  loans  is  projected  to  grow  to  $11  billion  1996.    Unhappily, 
the  new  leaders  of  the  House  Budget  seem  to  take  a  dim  view  of  these  loans  and  of  our  work 
two  years  ago.    The  House  Budget  would  virtually  kill  all  loan  programs,  if  not  the  entire 
SBA,  by  ordering  a  $342  million  cut  in  one  fell  swoop.    Let's  pull  all  this  in  a  little 
perspective:  Total  appropriations  for  SBA  for  this  fiscal  year  totaled  $813  million  out  of  a 
$1.6  trillion  federal  budget  ~  about  one-half  of  one  percent  of  all  federal  spending.    This 
amount  supported  all  of  the  agency's  activities,  including  about  $10  billion  in  loan  guarantees. 
At  least  $15  million  of  that  $813  million  is  about  to  be  rescinded. 

For  1996,  President  Clinton  originally  requested  $749  million  for  SBA.    I  thought  this  was  a 
reasonable  number  given  the  need  to  reduce  spending  and  generate  jobs  and  new  tax  revenues, 
which  is  exactly  what  SBA  programs  accomplish.   The  Administration  amended  its  budget 
proposal  as  part  of  the  "Reinventing  Government,  Phase  11"  proposal,  and  SBA  is  now  in  the 
process  of  reducing  its  staff  by  500  people.    Painful  as  these  cuts  are,  I  support  them. 

Taking  the  Republicans  at  their  word,  however,  the  Administration  went  on  to  announce  a 
plan  to  reduce  the  subsidy  cost  of  the  7(a)  program  fro  2.7%  to  zero.    These  changes,  if 
enacted,  would  require  no  appropriations  to  operate  the  program.    However,  the  cost  to 
borrowers  and  lenders  who  participate  in  the  program  will  certainly  not  be  zero.    It  will  be 
very  substantial.    In  my  view,  it  would  be  unduly  onerous  to  small  business  borrowers  to 
make  the  program  self-financing.   Moreover,  it  could  imperil  the  7(a)  program  by  attracting 
mainly  those  borrowers  who  are  truly  desperate  and  are  willing  to  pay  any  price  for  credit. 
Moreover,  reducing  the  subsidy  cost  of  the  7(a)  program  to  zero  does  not  guarantee  that  it 
will  stay  there.   That  figure  is  determined  annually  by  0MB,  and  0MB  could  raise  the 
estimate  at  any  time  in  the  future,  thereby  requiring  even  more  fees  and  charges  from 
borrowers  and  lenders. 

I  believe  it  is  time  to  stop  apologizing  for  the  cost  of  this  program.   The  cost  of  the  7(a) 
program  is  modest  by  any  objective  measure.    We  can  probably  reduce  it  further,  perhaps 
substantially,  but  without  doing  violence  to  the  long-standing  purpose  of  ensuring  that  credit 
is  available  to  small  business  borrowers  at  a  reasonable  cost.   The  President's  original  budget 
would  spend  about  three-quarters  of  a  billion  dollars  in  order  to  create  over  $  1 2  billion  in 
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economic  activity,  to  say  nothing  of  the  education  and  training  that  SBA  provides  to  small 
businesses. 

The  House  budget,  incidentally,  contemplates  reducing  the  costs  of  not  just  7(a)  but  all  SBA 
programs  to  zero.    People  who  advocate  this  position  should  be  more  intellectually  honest  and 
say  what  they  really  mean:  Kill  all  the  programs.    I  hope  those  involved  in  the  budget  process 
will  either  reject  the  House  proposal  or  go  ahead  and  do  what  David  Stockman  and  Ronald 
Reagan  advocated  ~  kill  the  agency  outright.    This  course  was  rejected  by  Congress 
repeatedly  during  the  Reagan  Administration,  and  it  is  not  a  course  that  has  improved  with 
age.    For  more  than  ten  years,  small  business  has  ben  the  golden  goose  of  the  American 
economy,  while  big  business  made  downsizing  and  layoffs  everyday  words.    It  would  be 
extremely  short-sighted  to  strangle  that  goose  and  serve  it  for  dinner  in  the  name  of  deficit 
reduction. 
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Chairman  Bond.  Senator  Bennett,  do  you  have  an  opening  state- 
ment? 

Senator  Bennett.  No,  Mr.  Chairman. 

Chairman  Bond.  Mr.  Lader,  you  have  talked  about  the  currency 
rate  of  the  loans,  the  7(a)  loan  portfolio  and  the  LowDoc  loans  and 
other  loans  under  $100,000.  Can  you  explain  to  the  Committee  the 
length  of  time  that  is  assumed  for  a  loan  to  be  seasoned,  and  ex- 
plain that  concept  to  us? 

Mr.  Lader.  I  certainly  will,  and  I  am  going  to  ask  Mr.  Cox  to 
respond,  as  well,  on  that. 

As  a  prefatory  note,  let  me  explain.  When  we  say  that  we  have 
a  90-percent  currency  rate,  that  means  that  90  percent  of  the  loans 
have  their  payments  being  made  within  30  days  of  the  due  date. 
On  the  other  hand,  we  point  out  that  there  is  a  1.3  percent  loss 
rate.  That  means  that  after  we  go  through  various  stages  of  recov- 
ery, first,  just  trying  to  make  sure  people  get  current,  then  trying 
to  recover  through  collateral  and  the  like,  the  ultimate  loss  to  the 
taxpayer  is  1.3  percent. 

As  we  move  through  that  phase,  you  are  exactly  right.  There  is 
a  seasoning  of  the  loans  that  is  required  to  tell  at  what  time  can 
you  sense  where  the  validity  of  that  loan  is. 

From  his  28  years'  experience,  let  me  ask  Mr.  Cox  to  give  you 
his  best  estimate  of  how  you  define  that  seasoning. 

Mr.  Cox.  We  judge  that  usually  in  a  3-year  span. 

Chairman  Bond.  So  if  a  loan  is  seasoned  in  3  years,  you  know 
whether  it  is  going  to  work  or  not? 

Mr.  Cox.  Approximately  that,  right. 

Chairman  Bond.  The  LowDoc  loans  began  in  1993  and  really 
substantially  expanded  in  1994  and  1995,  is  that  correct? 

Mr.  Lader,  It  started  in  December  1993. 

Chairman  BOND.  So,  I  guess,  to  be  fair,  you  would  have  to  say 
that  none  of  the  LowDoc  loans  are  seasoned? 

Mr.  Lader.  Precisely.  That  is  why  I  said  it  is  a  pilot  program  at 
this  stage. 

Chairman  Bond.  This,  frankly,  is  going  to  be  one  of  the  ques- 
tions that  will  be  raised  by  other  witnesses,  whether  we  are  looking 
at  some  serious  problems  in  the  LowDoc  loan  area.  The  guarantee 
on  LowDoc  loans  is  90  percent? 

Mr.  Lader.  That  is  right.  We  are  recommending  that  it  be  re- 
duced to  85  percent. 

Chairman  Bond,  As  it  currently  stands,  a  lender  could  re-sell  a 
portion  of  that  loan  and  with  the  interest  could  almost  cash  out 
within  a  year,  is  that  not  correct? 

Mr.  Lajder.  a  lender  can  take  advantage  of  the  secondary  mar- 
ket, yes. 

Chairman  Bond.  I  think  one  of  the  points  that  is  going  to  be 
raised  is  whether  we  are  looking  at  a  potentially  much  larger  liabil- 
ity which  would  affect  the  credit  subsidy,  because  LowDoc  loans 
have  so  little  exposure  to  the  banks. 

I  happen  to  believe  very  strongly  that  if  you  get  the  attention  of 
a  banker  or  other  lender  in  the  real  world  and  he  or  she  has  an 
incentive  to  make  a  good  credit  judgment,  that  they  will  do  a  good 
job. 
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Let  me  ask  you,  and  you  may  want  to  refer  to  Mr.  Cox  or  Mr. 
Criscitello,  who  I  see  is  sitting  behind  you,  when  0MB  first  looked 
at  the  LowDoc  program,  I  understand  that  the  recommendation  of 
0MB  was  to  calculate  the  subsidy  rate  for  LowDoc  loans  separately 
from  other  7(a)  loans  because  of  the  high  risk  of  loss.  Was  this  a 
factor  that  was  raised  by  0MB  at  the  time? 

Mr.  Lader.  Since  you  refer  to  Mr.  Criscitello,  let  me  ask  him,  as 
our  former  budget  examiner  and  now  working  as  our  chief  financial 
officer,  to  respond  to  that. 

But  let  me  mention,  parenthetically,  I  share  your  concern  about 
the  risk  LowDoc  could  present.  That  is  one  of  the  reasons  that  we 
have  recommended  that  we  reduce  the  percentage  of  the  Govern- 
ment guarantee  to  85  percent,  to  get  more  attention  from  the 
banks  making  those  loans.  Similarly,  as  any  of  us  would  do  in  the 
private  sector,  we  have  been  trying  to  manage  this  very  closely.  In 
addition  to  our  field  offices  looking  at  each  loan  and  portfolio,  we 
have  sent  teams  out  from  headquarters  in  Washington  to  34  banks 
around  the  country  and  have  examined  closely  all  of  their  LowDoc 
loans. 

Consequently,  we  have  a  comfort  level  at  this  time.  But  you  are 
entirely  right.  In  the  seasoning  of  these  loans,  it  is  still  a  pilot  pro- 
gram which  we  have  to  monitor  closely. 

Let  me  ask  Doug  to  come  forward  to  respond  specifically  to 
OMB's  approach  to  this,  but  let  me  say,  finally,  one  of  the  reasons 
I  personally  would  not  support  a  separate  subsidy  rate  for  the 
LowDoc  program  is  because,  as  a  matter  of  public  policy,  if  we 
want  to  help  the  smaller  businesses  seeking  smaller  loans  get 
greater  access  to  capital,  we  do  not  want  to  penalize  them,  also,  by 
having  a  separate  subsidy  rate  which,  frankly,  might  drive  up  the 
cost  of  that  program. 

It  is  better  to  recognize,  if  there  were  to  be,  and  there  are  not 
currently,  higher  losses  in  that  program,  to  blend  that  in  the  over- 
all portfolio  and  let  the  overall  portfolio  have  a  higher  subsidy  rate 
and  not  to  penalize  the  smaller  borrowers,  not  to  ignore  a  potential 
higher  rate  of  loss,  but  to  blend  it  in  with  the  others. 

Let  me  let  Mr.  Criscitello  respond,  as  well. 

Mr.  Criscitello.  I  would  just  reiterate  a  couple  of  things  that 
the  Administrator  mentioned.  There  was  some  concern  at  0MB  at 
the  time  about  increasing  the  volume  of  90  percent  loans.  However, 
it  was  ultimately  decided  to  continue  with  this  concept  of  a  blended 
approach.  However,  the  Administrator  has  made  a  commitment  to 
0MB  to  closely  monitor  LowDoc  loans,  and  we  have  actually  made 
a  commitment  to  establish  a  system  to  monitor  these  loans  over  the 
next  several  years.  As  you  pointed  out,  they  are  not  sufficiently 
seasoned  at  this  point,  but  we  have  made  that  commitment  to 
0MB  and  they  are  comfortable  with  that. 

Chairman  Bond.  Thank  you  very  much,  Doug. 

I  am  going  to  ask  one  last  question,  Mr.  Lader,  because  I  am 
going  to  ask  my  colleagues  to  keep  to  one  round.  We  will  have  con- 
tinuing discussions  with  you.  Many  of  the  other  witnesses  will  be 
in  Washington,  D.C.,  just  for  this  hearing. 

One  of  the  problems  that  I  think  you  face  in  recovery  on  collec- 
tion of  bad  loans  is  the  fact  that  credit  reform  may  have  changed 
the  ground  rules  so  it  lessens  the  incentive  of  the  SBA  to  collect 
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the  loans,  since  any  collected  default  loans  do  not  come  back  into 
the  pot  for  making  other  loans.  There  have  been  criticisms  of  ineffi- 
ciencies in  the  system  and  a  suggestion  that  the  subsidy  rate, 
which  goes  up  because  of  uncollected  loans,  may  be  unnecessarily 
high  because  of  externally-imposed  restrictions  on  the  ability  of 
SBA  to  obtain  credit  for  the  loans. 

Would  you  care  to  comment  on  how  credit  reform  impacts  that? 

Mr.  Lader.  Let  me  offer  two  insights  and  ask  Ms.  Ryan,  who  has 
spent  a  lot  of  time  on  this  subject,  to  answer,  as  well. 

First,  our  loss  rate  of  1.3  percent  compares  quite  favorably  with 
private  commercial  institutions.  That  is  remarkable  in  itself. 

Second,  we  are  moving,  through  our  FA$TRAK  program  as  a 
pilot,  and  other  programs,  to  try  to  let  the  private  sector  do  more 
of  the  heavy  lifting.  So  in  the  FA$TRAK  program,  in  our  preferred 
lenders'  efforts,  we  want  the  banks  to  exhaust  all  of  their  remedies 
at  collection  themselves  and  then  and  only  then  be  able  to  draw 
down  on  the  Grovemment  guarantee,  but  essentially  leave  that 
heavy  lifting  principally  to  the  lenders. 

Let  me  let  Mary  Jean  address  your  question  more  specifically. 

Ms.  Ryan.  I  think  under  credit  reform,  the  incentive  for  the 
Agency  to  liquidate  aggressively  is  actually  enhanced.  As  you  men- 
tioned, what  we  recover  is  a  major  driver  in  the  subsidy  rate  cal- 
culation. There  is  a  direct  correlation  of  which  everyone  is  acutely 
aware,  to  keep  the  program  level  high  means  keeping  your  subsidy 
rate  down  and  means  having  aggressive  recovery.  So,  if  anything, 
I  think  credit  reform  is  making  that  more  explicit  to  everyone. 

Currently,  we  have  about  13,000  liquidation  cases.  The  number 
of  cases  actually  has  come  way  down,  even  though  our  portfolio  size 
has  grown  a  lot.  I  think  in  the  1983-1984  period,  it  was  as  high 
as  35,000  liquidation  cases.  As  Phil  mentioned,  we  are  trying  ver>' 
hard  to  move  to  having  lenders  handle  as  much  of  liquidation  as 
we  can. 

Chairman  Bond.  Thank  you  very  much,  Mr.  Lader. 

I  will  turn  now  to  the  ranking  member,  Senator  Bumpers. 

Senator  Bumpers.  Thank  you,  Mr.  Chairman. 

Mr.  Lader,  first  of  all,  let  me  ask  you  about  the  status  of  your 
portfolio  now,  which  you  show  at  the  end  of  1994.  How  does  that 
compare  with  recent  years?  Do  you  know,  just  offhand? 

Mr.  Lader.  In  terms  of  the  size  of  the  portfolio? 

Senator  BUMPERS.  No,  the  defaults. 

Mr.  Lader.  It  continues  to  be  a  healthier  portfolio. 

Senator  BUMPERS.  It  is  a  healthier  portfolio? 

Mr.  Lader.  Yes,  sir. 

Senator  Bumpers.  So  we  are  in  better  shape  now  than  we  were 
in  1994  and  1993? 

Mr.  Lader.  That  is  right. 

Senator  Bumpers.  Senator  Bond  has  only  chaired  this  Commit- 
tee for  5  months.  That  is  remarkable. 

Chairman  Bond.  When  you  are  hot,  you  are  hot.  [Laughter.] 

Senator  Bumpers.  Let  me  turn  to  a  separate  item,  on  the  zero 
subsidy.  Just  so  everybody  on  the  Committee  is  on  the  same  wave- 
length about  how  you  plan  to  achieve  this,  why  do  you  not  just  de- 
scribe for  me  the  proposal  for  the  30  basis  points  and  the  half-point 
interest  and  so  on,  in  order  to  reach  this. 
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Second,  if  you  will,  conclude  on  what  effect  that  is  going  to  have 
on  applications.  I  am  not  at  all  sure  the  banks  are  going  to  be  able 
to  pass  all  of  that  along,  but  I  would  like  to  just  hear  a  narrative 
of  all  the  money  we  are  going  to  collect  under  this  proposal  to  get 
to  zero  subsidy.  I  must  say,  I  am  not  all  that  crazy  about  the  idea, 
but  let  us  wait  and  see. 

Mr.  Lader.  I  understand.  Let  me  respond  in  three  specific  ways, 
first,  in  concept;  second,  the  specific  mechanics  of  the  program;  and 
third,  the  dollar  impact  on  the  borrowers  and  lenders,  because  I 
think  that  is  what  you  are  asking  for. 

In  concept,  it  is  essential,  not  only  under  credit  reform  but  any 
good  business  practices,  that  there  be  a  savings  account  for  poten- 
tial losses.  That  has  to  be  there.  Right  now,  it  is  funded  by  the  tax- 
payers. It  is  our  belief  that  because  that  is  the  principal  constraint 
on  the  growth  of  the  program,  that  as  we  maintain  that  savings  ac- 
count for  losses,  the  better  thing  to  do  is  to  have  that  funded  by 
the  principal  beneficiaries  of  the  program,  the  borrowers  and  the 
lenders,  and  by  that  self-funding 

Senator  Bumpers.  Excuse  me  just  a  moment.  When  you  say  that 
savings  account,  are  you  talking  about  appropriations  from  the 
Congress  being  the  savings  account,  or  do  you  actually  have  some 
kind  of  a  savings  account? 

Mr.  Lader.  No,  we  are  saying  that  about  one-third  of  our  appro- 
priations this  year  essentially  is  reserved  in  the  Treasury  as  a  re- 
serve for  losses  in  the  future. 

Senator  Bumpers.  To  take  care  of  defaults  and  reserve  for  losses. 

Mr.  Lader.  Exactly.  So  we  are  suggesting,  instead  of  that  being 
taxpayer-funded,  that  we  have  the  borrowers  and  the  lenders  fund 
that  reserve,  and  because,  as  demand  increases,  the  amount  paid 
by  the  borrowers  and  the  lenders  to  that  reserve  would  increase, 
llierefore,  we  could  have  higher  and  higher  program  levels. 

The  way  that  works  out  in  mechanics,  your  specific  question,  is 
as  follows:  For  loans  under  $100,000,  the  guarantee  would  be  re- 
duced. Currently,  it  is  90  percent.  We  would  reduce  it  to  85  percent 
and  there  would  be  a  30-basis-point 

Senator  Bumpers.  That  would  include  the  LowDoc  program,  too? 

Mr.  Lader.  That  is  right.  There  would  be  a  30-basis-point  fee. 
For  loans  $100,001  to  $1  million,  because  we  would  remove  the 
$500,000  cap,  allowing  the  program  to  grow  in  size  of  loans,  as 
well,  we  would  reduce  the  guarantee  to  75  percent  to  get  the  banks 
and  the  lenders  further 

Senator  Bumpers.  What  would  the  cap  be  after  that?  You  are 
raising  it  from  $500,000  to  what? 

Mr.  Lader.  To  $1  million.  The  $1  million  would  be  the  amount 
that  is  guaranteed.  Instead  of  the  gross  amount  of  the  loan,  the  $1 
million  would  be  the  gross  amount  that  the  Grovemment  would 
guarantee. 

Senator  Bumpers.  OK. 

Mr.  Lader.  The  basis  points  on  that  would  be 

Senator  Bumpers.  Have  we  ever  guaranteed  $1  million  before? 
Seven-hundred-fifty  has  been  the  highest  we  have  ever  gone,  isn't 
it? 

Mr.  Cox.  Correct. 

Senator  Bumpers.  Gk)  ahead. 
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Mr.  Lader.  That  is  right.  We  go  to  40  basis  points  as  the  fee  on 
that.  For  loans  over  $1  miUion,  again,  only  $1  million  of  it  can  be 
guaranteed,  but  loans  over  $1  million,  we  would  provide  a  75-per- 
cent guarantee  up  to  the  $1  million,  and  then  an5rthing  over  the 
$1  million,  only  a  50-percent  guarantee.  So  we  say  to  the  lender, 
fine,  but  we  are  equal  partners  in  the  risk  on  this  one. 

Senator  Bumpers.  Is  that  only  50  percent  of  the  excess  above  $1 
million,  or  would  that  be  50  percent  of  the  total  loan? 

Mr.  Lader.  No,  50  percent  of  the  excess.  Up  to  $1  million,  it  is 
75  percent.  Over  the  $1  million  would  be  50  percent. 

Senator  Bumpers.  OK. 

Mr.  Lader.  Then,  for  the  preferred  lenders,  to  trr  to  create  more 
incentive  for  those  banks  and  non-bank  lenders  who  are  specializ- 
ing in  this  program  and  are  doing  much  of  the  administrative 
work,  we  would  reduce  the  fees  by  10  basis  points  as  an  incentive 
for  them  to  take  on  the  additional  responsibility. 

In  addition  to  that,  we  would  allow  more  flexible  interest  rates 
and  have  a  one-half  of  one  percent  pass-through.  In  other  words, 
on  the  continuing  life  of  the  loan,  the  lender  would  charge  an  addi- 
tional half  of  a  percent  to  be  paid  back  to  SB  A  to  fund  that  particu- 
lar reserve  for  potential  losses. 

Finally,  in  terms  of  a  guarantee  fee,  there  would  be  2  percent  of 
the  gross  amount,  not  just  the  guaranteed  amount,  but  the  gross 
amount  of  the  loan,  and  no  splitting  with  the  lenders. 

Those  are  the  mechanics,  but  let  me  tell  you  what  I  think  most 
people  are  concerned  about:  What  is  the  specific  impact  of  this  on 
the  borrower  and  on  the  lender?  Let  me  take  two  examples,  the  av- 
erage LowDoc  loan,  which  is  a  $54,000  loan,  a  5-year  term,  and  the 
average  loan  of  our  whole  $23  billion  portfolio,  which  is  a  $170,000, 
12-year  loan. 

If  our  proposal  were  enacted,  then  the  $54,000  LowDoc  loan 
would  have  an  average  additional  cost  to  the  borrower  of  $13.50  a 
month.  The  additional  up-front  fees  would  be  $108  to  the  borrower, 
and  the  additional  cost  to  the  lender  over  the  entire  5  years  would 
be  $523.  That  is  why  we  think  that  is  a  modest  increase  in  the 
costs. 

For  the  $170,000  loan,  and  Senator  Wellstone,  this  goes  to  the 
heart  of  part  of  your  concern,  for  the  average  loan  in  our  portfolio, 
$170,000  for  12  years,  if  our  recommendation  were  enacted,  allow- 
ing us  to  grow  the  size  of  this  program,  the  additional  cost  to  that 
borrower,  a  $170,000  loan,  would  be  $51  a  month.  The  additional 
up-front  fees  for  that  $170,000  loan  would  be  $782.  The  total  cost 
over  12  years,  the  total  additional  cost  to  the  borrower,  would  be 
$3,831. 

Senator  Bumpers.  Over  a  5-year  period? 

Mr.  Lader.  That  is  over  a  12-year  period. 

Senator  Bumpers.  Over  a  12-year  period? 

Mr.  Lader.  So  as  you  can  see,  it  is  a  complicated  system,  but  the 
reason  it  is  complicated  in  mechanics  is  if  you  have  all  the  fees  up 
front  and  the  borrower  did  not  have  to  keep  the  loan  to  maturity, 
he  or  she  would  be  penalized  by  paying  the  up-front  fees.  So  we 
want  to  have  part  of  it  up  front,  but  part  of  it  along  the  way,  so 
that  the  bank,  the  non-bank  lender,  and  the  borrower  have  a  rel- 
atively fair  participation  in  the  additional  cost. 
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I  hope  that  is  responsive. 

Senator  Bumpers.  It  is. 

Thank  you,  Mr.  Chairman. 

Chairman  Bond.  Thank  you  very  much,  Senator  Bumpers. 

Senator  Burns. 

Senator  Burns.  Thank  you  very  much,  Mr.  Chairman. 

I  am  just  going  to  ask,  a  while  ago,  you  talked  about  caps  at  half- 
a-million.  I  think  we  are  talking  about  two  different  programs,  and 
so  I  will  drop  that  question. 

It  is  my  understanding  that  we  had  funds  carried  over  from  last 
year  but  you  anticipate  a  shortcoming  this  year.  What  is  account- 
ing for  the  sudden  surge  in  demand?  Have  your  people  stepped 
back  and  taken  a  look  at  that  to  see  what  is  happening  out  there? 

Mr.  Lader.  I  am  always  concerned  when  economists  try  to  ex- 
plain such  phenomena,  but 

Senator  Burns.  Especially  two-handed  ones. 

Mr.  Lader.  Exactly. 

Senator  Burns.  I  have  the  same  problem. 

Mr.  Lader.  I  think  we  would  agree  that  our  best  guess  is  this. 
This  is  a  very  healthy  economy  for  small  business  formation  and 
growth.  In  addition  to  that,  you  see  the  downsizing  of  many  large 
companies  in  America  and  many  individuals  are  not  just  looking 
for  a  job,  they  are  going  to  make  a  job  and  they  are  starting  their 
own  businesses. 

You  are  seeing,  and  I  think  this  is  very  healthy,  greater  numbers 
of  minorities,  of  women  entering  the  workforce  as  owners  of  their 
own  businesses,  very  healthy  phenomena.  And,  I  think  you  see  a 
reduction  in  the  bureaucracy  at  the  SBA  and  through  many  of  our 
participant  lenders  in  providing  access  to  capital. 

I  believe  each  of  these  factors  contribute  to  the  phenomena  for 
the  explosion  in  small  business  formation  and  growth. 

Senator  Burns.  When  I  talked  to  my  bankers,  they  had  some  ac- 
tions that  they  would  like  to  see  happen,  and  I  would  just  like  to 
get  your  reaction  to  that  and  maybe  then  you  can  tell  me  why  or 
why  not,  or  yes,  it  will  or  will  not. 

Let  originating  banks  do  the  liquidation  plan.  They  say  they  can 
eliminate  the  liquidation  division  within  the  SBA. 

Mr.  Lader.  Since  he  has  had  responsibility  directly  for  it,  let  me 
let  Mr.  Cox  respond.  I  feel  strongly  on  this  one,  as  well. 

Mr.  Cox.  We  are  very  much  in  favor  of  outsourcing  the  liquida- 
tion, except  under  two  circumstances.  One  is  where  there  is  a  con- 
flict of  interest  within  the  bank,  where  they  may  have  a  separate 
loan.  We  want  to  be  sure  that  the  use  of  the  liquidation  funds  are 
appropriately  applied  to  whatever  loan  they  should  go  to.  Second, 
that  that  lender  indeed  has  commercial  liquidation  experience.  But 
other  than  that,  we  want  it  taken  over,  no  question  about  that. 

Mr.  Lader.  We  are  strongly  committed  in  this  administration's 
notion  of  a  public-private  partnership  to  let  the  private  sector  take 
the  responsibility  for  that  heavy  lifting. 

Senator  Burns.  I  appreciate  Mr.  Cox  being  here.  Are  you  the 
Strom  Thurmond  of  the  SBA,  trying  to  set  a  record  there?  [Laugh- 
ter.] 

Mr.  Cox.  Thank  you,  Senator.  [Laughter.] 
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Senator  Burns.  Also,  they  suggested  reducing  the  guarantee  rate 
to  75  percent;  no  more  90-percent  guarantees.  They  suggested  that. 

Mr.  Lader.  I  understand  your  question.  Our  concern  is,  we  be- 
Heve,  as  the  Chairman  indicated,  that  the  best  way  to  ensure  the 
health  of  this  portfolio,  be  the  best  stewards  we  can  for  the  Amer- 
ican taxpayers  with  this  guarantee,  is  to  make  sure  that  the  par- 
ticipating lenders  are  giving  very  close  scrutiny  to  these  programs. 

The  reduction  of  the  guaranteed  amount  has  two  implications. 
On  the  one  hand,  it  guarantees  more  attention  on  the  lender's  part 
because  there  is  more  at  risk.  Second,  it  reduces  the  amount  of  the 
appropriation,  or,  if  we  go  to  our  proposal,  the  funding  in  the  re- 
serve that  is  necessary  because  a  smaller  percentage  of  the  loan  is 
actually  guaranteed.  That  is  the  reason  we  propose  moving  in  that 
direction. 

Senator  Burns.  The  last  one  is  they  suggest  to  limit  SBA  pro- 
grams to  the  two  or  three  that  are  the  most  successful  and  just  do 
those  and  let  some  of  this  other  fall  by  the  wayside.  In  other  words, 
get  the  two  or  three  most  successful  ones  and  do  what  you  do  on 
those  and  do  it  good. 

Mr.  Lader.  I  believe  if  you  turn  to  many  of  the  same  banks  and 
non-bank  lenders  proposing  that  and  said  to  them,  if  there  are  40 
participating  banks  in  your  community  and  there  are  two  or  three 
of  the  strongest  ones,  why  do  the  rest  of  you  not  go  out  of  business? 
We  are  not  proposing  that  to  them.  There  are  differences  of  opin- 
ion  

Senator  Burns.  I  assumed  that  would  be  the  answer.  I  was  not 
really  sure  about  it. 

Mr.  Lader.  Which  program  is  most  important? 

Senator  Burns.  I  would  tell  you  this.  It  sounds  like,  with  only 
a  1-percent  or  slightly  over  1-percent  loss  ratio,  that  your  risk  man- 
agement has  been  very  good  and  we  want  to  continue  that  if  we 
possibly  can.  Thank  you. 

We  are  going  to  get  a  little  more  pressure  now.  I  will  tell  you 
right  now  that  what  is  out  there  economically,  because  I  see  it  com- 
ing down  the  road,  and  there  are  a  lot  of  people  that  do  not  watch 
these  figures  but  I  do,  we  are  going  into  a  period  of  lower  farm 
prices.  That  affects  everybody  in  Main  Street  America,  especially 
rural  manufacturing  and  rural  other  things.  I  have  been  calling 
around.  I  still  have  a  hard  time  relating  $2  bacon  to  $35  hogs,  but 
that  is  what  we  have  now.  That  situation  cannot  continue. 

The  strength  of  this  Nation,  the  wealth  of  this  Nation  starts  with 
the  soil.  I  would  just  say  to  you  to  watch  those  numbers  very  close- 
ly because  they  are  indicative  to  what  is  to  come  not  too  far  behind 
that. 

I  thank  the  Chairman. 

Chairman  Bond.  Thank  you  very  much.  Senator  Bums. 

Senator  Wellstone. 

Senator  Wellstone.  Thank  you,  Mr.  Chairman. 

Mr.  Lader,  let  me  start  out  with  the  way  you  responded  to  Sen- 
ator Bumpers,  first  of  all,  concept-wise  and  then  get  to  specifics. 

Through  the  reinvention  of  the  past  several  years,  we  got  much 
more  bang  for  the  buck.  The  SBA  has  done  really,  a  very  commend- 
able job.  But  the  response  to  the  higher  demand  from  the  small 
business  community,  because  it  has  been  so  successful,  is  to  cut 
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spending  by  $200  million.  It  means  you  penalize  yourself  for  your 
success.  That  is  my  first  point. 

My  second  point  conceptually  is  that  you  were  saying  to  Senator 
Bumpers  that  part  of  the  argument  was  that  you  thought  the  bene- 
ficiaries would  be  the  ones  that  would  pay  potentially,  as  opposed 
to  the  taxpayers,  but  they  already  do  pay  two  points  up  front.  I 
might  be  willing  to  look  at  this  mix  and  how  we  might  try  to  figure 
out  some  kind  of  readjustment,  but  I  do  not  understand  eliminating 
the  whole  Government  part.  I  really  do  not.  Again,  it  just  seems 
to  me  to  be  backwards. 

It  would  be  quite  one  thing  if  we  were  talking  about,  Mr.  Chair- 
man, a  program  that  was  excessively  centralized  and 
bureaucratized,  that  really  was  not  serving  the  small  business  com- 
munity, that  was  not  getting  the  bang  for  the  buck,  that  had  not 
done  some  of  this  reinventing  and  restructuring,  but  it  has  been 
precisely  the  opposite.  Now  you  come  forward  with  this  proposal, 
and  I  do  not  know  what  is  in  the  budget  proposal. 

I  am  having  trouble  with  these  figures.  I  mentioned  earlier,  and 
I  say  to  my  colleague  from  Utah,  I  had  this  very  dramatic  hearing. 
I  mean,  I  am  learning  about  all  of  this.  I  had  175  small  businesses 
come,  a  combination  of  businesses  and  bankers.  Alexandra  Blum, 
and  again,  she  was  from  the  Bremmer  Financial  Services,  she 
looked  at  the  cumulative  effect  of  the  interest  rates  and  the  fees 
and  she  did  some  number-crunching.  She  said,  a  loan  amount  of 
$100,000,  term  5  years,  present  total  fee,  $1,400,  proposed  total  fee, 
$5,022,  difference,  $3,622,  looking  at  the  cumulative  effect. 

A  $100,000  loan  is  dear  to  my  heart.  I  will  just  go  up  a  little  bit 
more.  A  $250,000  loan  over  10  years  and  she  found  the  cumulative 
difference  of  the  interest  rate  and  fee  to  be  $18,931. 

Mr.  Lader.  Over  what  period  of  time? 

Senator  Wellstone.  This  was  over  10  years.  In  terms  of  what 
effect  this  will  have  on  utilization  of  the  program,  whether  it  will 
continue  to  be  user  responsive  and  user  friendly,  whether  it  will 
continue  to  enable  those  small  businesses  who  might  not  otherwise 
have  any  access  to  capital  to  have  access  to  capital,  whether  or  not 
this  will  undercut  our  capacity  to  invest  in  small  businesses  where 
the  owners  live  in  the  communities,  contributing  to  self-reliant, 
self-sufficient,  homegrown  economies,  I  think,  this  is  a  big  open 
question. 

Senator  Bumpers  said,  wait  and  see,  that  he  was  skeptical. 
Frankly,  I  am  more  than  skeptical.  I  am  opposed  to  this.  I  think, 
conceptually,  you  have  it  backwards.  I  do  not  understand  why  we 
are  doing  this.  I  do  not  think  the  evidence  supports  this.  I  am  wor- 
ried that  we  are  going  to  lock  ourselves  into  this  in  terms  of  this 
budget  resolution  before  we  have  carefully  examined  what  the  ef- 
fects will  be  on  the  small  business  community.  Enough  said. 

I  do  not  know  if  you  want  to  respond,  but  if  you  would,  please 
do.  By  the  way,  I  say  this  out  of  appreciation  for  your  work  as  Ad- 
ministrator. 

Mr.  Lader.  Reasonable  folks  can  differ,  certainly,  on  it,  but  let 
me  try  to  correct  some  of  the  things  that  perhaps  may  be  Ms. 
Blum's  misunderstanding  of  what  we  are  trying  to  do. 

I  know  it  must  be  shocking  for  a  Senate  committee  to  have  an 
administrator  of  an  agency  come  and  propose  a  35-percent  reduc- 
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tion  in  the  Agencys  budget  before  anybody  on  the  Hill  takes  a  pen- 
cil to  it,  but  we  feel  that  if  our  objective  is  the  growth  of  this  pro- 
gram, if  our  objective  is  to  increase  the  amount  of  small  business 
financing  in  this  country,  then  we  have  to  deal  with  what  is  the 
greatest  constraint  currently  on  the  growth  of  this  program,  and 
that  is  the  congressional  appropriations  process. 

This  Committee's  authorized  levels  for  this  program  far  exceed 
what  the  current  appropriation  is.  Unless  you  know  a  great  deal 
more  than  I  do,  and  certainly,  you  have  reason  to,  I  do  not  have 
any  expectation  that  the  appropriations  for  this  program  are  going 
to  continue  to  climb  in  any  way  close  to  the  geometric  increase  in 
the  demand  for  the  program. 

That  is  why  we  are  not  suggesting  getting  the  Government  out 
of  this.  We  are  not  suggesting  closing  down  the  SB  A  or  the  7(a) 
program.  We  are  saying,  get  more  aggressive.  Increase  the  pro- 
gram. But  to  do  it,  by  doing  more  with  less  taxpayer  funds  and 
have  it  funded  by  the  principal  beneficiaries  themselves. 

I  believe,  if  you  look  at  that  increase  over  a  10-  or  15-year  period, 
when,  in  fact,  every  bank  must  certify  that  that  capited,  that  loan 
would  not  have  been  available  but  for  the  Government  guarantee, 
if  the  choice  is  no  loan  or  a  loan  with  some  modest  increases  in 
fees,  I  think  is  a  good  insurance  policy  for  the  program  to  have  the 
program  self-funded. 

Senator  Wellstone.  I  understand  your  response,  and  I  will  not 
go  back  through  my  misgivings.  I  think  I  have  already  expressed 
them.  I  certainly  was  not  proposing  eliminating  this  program.  At 
one  point  in  time,  we  heard  some  discussion  about  eliminating 
SB  A,  eliminating  the  programs.  The  Chairman  was  very  strong  in 
making  clesir  his  support  here  on  the  Senate  side,  and  I  think  all 
of  us  feel  the  same. 

I  just  think  that,  again,  in  my  not-so-humble  opinion,  you  do  not 
do  justice  to  what  I  believe  are  some  of  the  flaws  of  this  proposal 
in  terms  of  not  enabling  a  good  many  small  businesses  to  be  able 
to  utilize  this  program.  What  you  are  saying  is  sort  of  like  we  have 
to  weaken  it  in  order  to  get  stronger.  I  do  not  buy  that  argument. 

Mr.  Lader.  But  that  is  not  what  I  am  arguing,  sir. 

Senator  Wellstone.  I  know,  but  I  am  telling  you,  that  is  the 
way  I  am  seeing  it.  Yes,  if  appropriations  are  not  keeping  up  with 
demand,  then  we  ought  to  maybe  be  very  honest  about  appropria- 
tions of  what  we  need  to  do  to  make  SBA  really  service  the  busi- 
ness community  in  this  country.  Why  are  we  at  this  moment  cut- 
ting $200  million?  That  is  my  point.  We  are  going  around  and 
around,  but  we  just  have  a  different  sense  of  where  we  should  be. 

Mr.  Lader.  I  thank  you. 

Chairman  Bond.  Thank  you  very  much.  Senator  Wellstone. 

Senator  Bennett. 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

Mr.  Lader,  my  first  question  is  the  same  one  I  asked  at  the  last 
hearing.  Who  does  your  charts?  [Laughter.] 

We  could  use  somebody  with  that  kind  of  flair  doing  the  charts 
that  we  use  on  the  Senate  floor.  They  have  done  very  well. 

Just  following  up  on  the  same  line,  and  we  have  come  down  to 
the  nub  of  this  and  do  not  need  to  pursue  it  too  much,  but  basi- 
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cally,  as  I  sit  here,  I  think  what  you  are  telUng  us  is  that  the  level 
of  guarantee  is  going  to  go  down  and  the  costs  are  going  to  go  up. 

Mr,  Lader.  That  is  what  we  are  proposing,  and  the  size  of  the 
entire  program  will  go  up  to  meet  demand. 

Senator  Bennett.  So  what  you  are  really  telling  us  is  that  the 
demand  is  so  strong,  putting  it  in  business  terms  that  you  and  I 
can  understand,  the  demand  for  this  product  is  so  strong  that  it  is 
not  that  price-sensitive  and  can  withstand  a  slight  price  increase 
and  still  continue? 

Mr.  Lader.  As  long  as  it  is  a  slight  price  increase,  but  also  rec- 
ognizing if  the  alternative  is  not  another  product  but  no  product  at 
all,  which  is  the  case  here,  we  have  to  ensure  that  there  is  suffi- 
cient volume  of  that  product,  and  the  best  way  of  doing  that  is  not 
to  rely  on  the  congressional  appropriations  process  to  determine 
the  inventory. 

Senator  Bennett.  I  have  just  one  quick  question,  and  it  is  sim- 
ply a  clarification  for  me.  Maybe  I  am  thick,  but  your  numbers  do 
not  add  up.  This  is  what  I  wrote  down  from  what  you  said.  You 
said  that  the  borrower  would  pay  an  additional  $51  a  month  and 
that  there  would  be  $782  up  front  and  his  total  payments  would 
be  $3,831. 

Mr.  Lader.  The  total  increased  over  the  12-year  term  would  be 
$3,831.  That  is  the  marginal  difference. 

Senator  Bennett.  So  the  $51  a  month  includes  what  he  is  pay- 
ing now? 

Mr.  Lader.  No. 

Senator  BENNETT.  That  is  an  increase? 

Mr.  Lader.  All  of  those  are  the  increases. 

Senator  Bennett.  That  does  not  add  up,  because  $50,  to  drop  the 
one  and  keep  it  simple,  $50  times  12  is  $600  a  year,  and  $600  a 
year  times  12  years  is  $7,200,  and  you  have  about  $800  up  front, 
so  you  have  about  $8,000,  the  way  I  add  it  up. 

Mr.  Lader.  The  reason  for  that,  sir,  and  you  are  very  correct,  is 
that  the  loans  are  not  typically  taken  to  maturity.  One  of  the  rea- 
sons that  it  is  such  a  complicated  system,  as  I  was  pointing  out  to 
Senator  Bumpers,  that  we  are  proposing  different  kinds  of  fees,  is 
to  ensure  that  the  borrower  who  only  keeps  that  loan  for  3  years 
instead  of  12  years  is  not  penalized  by  purely  up-front  fees.  So  this 
has  been  represented  to  me  by  our  financial  staff  as  the  weighted 
average  on  the  average  maturity  of  these  loans. 

Senator  Bennett.  I  am  glad  to  get  that  clarification,  because  sit- 
ting here  listening  to  you,  that  did  not  come  across  as  an  average 
and  a  projection  for  an  average  loan.  I  still  cannot  shed  my  past 
habits.  You  give  me  numbers,  I  write  them  down,  £ind  I  add  them 
up,  and  these  did  not  add. 

If  that  is  the  number  for  the  borrower,  what  is  the  number  for 
the  lender  for  that  same  loan,  because,  ultimately,  the  borrower  is 
going  to  pay  the  lender's  increased  costs,  as  well.  We  both  know 
that. 

Mr.  Lader.  The  additional  cost  for  the  $170,000  loan,  the  addi- 
tional cost  for  the  average  loan,  would  be  that  $3,831.  That  is  the 
lender's  additional  cost.  The  borrower's  additional  cost  is  the  $51 
a  month  and  the  $782  up  front. 
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Senator  Bennett.  I  understand,  but  the  lender  is  going  to  get  his 
additional  costs  back  out  of  the  borrower,  one  way  or  the  other, 
changing  the  interest  rate  or  some  kind  of  front-loading  some- 
where. The  lender  is  not  going  to  absorb  those  additional  costs. 

Mr.  Lader.  Not  entirely,  but  one  of  the  reasons  for  structuring 
it  the  way  we  had  proposed,  with  the  one-half  of  1-percent  pass- 
through,  is  that  that  is  the  amount  that  is  coming  to  SBA  that  is 
being  paid  directly  by  the  borrower. 

John,  would  you  like  to  respond,  as  well? 

Mr.  Cox.  The  lender  would  pass  the  costs  on,  certainly,  until 
they  get  to  the  cap  that  SBA  allows  in  the  interest.  So  if  the  mar- 
ketplace allows  the  lender  to  go  to  our  cap  and  still  include  that 
40  basis  points  in  his  calculation,  you  are  correct.  However,  if  he 
has  hit  the  cap  in  his  marketplace,  then  he  has  to  eat  the  40  basis 
points. 

Senator  Bennett.  Which  is  then  going  to  dry  up  funds  if  he  can 
make  more  money  with  the  funds  someplace  else. 

Mr.  Cox.  We  do  not  think  so,  only  from  the  standpoint  that  we 
have  been  charging  40  basis  points  on  some  of  the  lenders,  those 
lenders  that  have  sold  in  the  secondary  market,  and  that  has  not 
dried  up. 

Senator  Bennett.  I  will  not  pursue  this.  I  think  you  summarized 
very  well  your  attitude.  I  am  not  as  automatically  opposed  to  it  as 
Senator  Wellstone  is.  I  think  when  there  is  a  product  for  which 
there  is  little  price  sensitivity,  raising  your  prices  in  order  to  cover 
your  administrative  costs  makes  some  sense. 

I  think  we  should  understand  that  the  increase  is,  perhaps,  going 
to  be  a  little  more  than  you  suggested  and  people  who  put  a  pencil 
to  it  when  they  are  making  the  decision  realize  that  they  have  not 
only  the  borrower's  increase  but  they  are  going  to  have  to,  one  way 
or  the  other,  cover  the  lender's  increase,  as  well,  because  the  lender 
is  going  to  want  to  pass  that  through  and  collect  it. 

Mr.  Cox.  Senator,  if  I  might  correct  one  other  point,  lest  it  not 
be  clear. 

Senator  Bennett.  Yes. 

Mr.  Cox.  These  fees  and  the  fee  increases  would  not  be  going  to 
administrative  costs.  They  would  be  covering  solely  the  reserve. 

Senator  Bennett.  I  understand  that. 

Mr.  Cox.  The  Government,  as  Senator  Wellstone  pointed  out,  the 
Government  still  would  be  paying  the  cost  of  the  administration  of 
the  program. 

Senator  Bennett.  I  understand  that,  but  the  cost  of  the  reserve 
is  a  cost,  too. 

Thank  you,  Mr.  Chairman. 

Chairman  Bond.  Thank  you  very  much.  Senator  Bennett.  I  am 
delighted  that  you  were  asking  the  financial  questions.  This  morn- 
ing, driving  the  eighth  grade  carpool,  I  was  trying  to  explain  quad- 
ratic equations.  I  have  been  sufficiently  humbled  and  scared  off  by 
mathematics,  and  that  I  was  not  going  to  get  into  it  today. 

Senator  Bennett.  These  were  not  quadratic  equations.  [Laugh- 
ter.] 

Chairman  Bond.  What  I  was  trying  to  explain  this  morning  was 
not,  either,  so  there  is  a  common  ground,  [Laughter.] 

I  am  glad  to  be  out  alive. 
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Now  we  have  been  joined  by  the  distinguished  senior  Senator 
from  Virginia,  Senator  Warner.  Thank  you  very  much  for  your  ac- 
tive participation  in  this  Committee. 

Senator  Warner.  Thank  you  very  much,  Mr.  Chairman. 

Much  of  the  ground  that  I  was  going  to  address  has  been  covered 
by  others,  but  I  do  want  to  get  into  this  issue  of  the  Office  of  Man- 
agement and  Budget  and  their  fees.  Your  testimony  today  raises 
concerns  about  the  Office  of  Management  and  Budget  determining 
the  subsidy  rate  for  the  7(a)  program,  that  the  change  0MB  makes 
to  the  rate  may  not  include  positive  data,  only  negative,  such  as 
the  default  rate  on  7(a)  loans  was  not  as  bad  as  the  number  used 
in  the  subsidy  model,  and  recovery  rates  on  those  defaulted  loans 
was  not  as  good  as  estimated  and  0MB  only  recognized  the  nega- 
tive data  on  the  recovery  rate. 

What  do  you  believe  can  be  done  to  ensure  that  OMB's  informa- 
tion is  factual? 

Mr.  Lader.  Let  me,  sir,  reserve  my  comment  and  ask  Mr. 
Criscitello,  who  came  from  0MB,  who  was  our  budget  examiner 
there  and  now  is  our  chief  financial  officer,  if  he  can  help  explain 
this  black  box  of  the  subsidy  rate. 

Senator  Warner.  Thank  you  very  much.  It  is  very  complicated. 

Chairman  Bond.  It  is  a  quadratic  equation. 

Mr.  Criscitello.  It  is  not  quite  a  quadratic  equation,  but 
[Laughter.] 

A  good  way  to  think  about  the  subsidy  rate  is  to  think  about  a 
pool  of  money,  a  reserve  that  needs  to  be  set  aside.  It  is  not  just 
governmental  funds.  It  is  both  the  fees  paid  by  the  lenders,  the 
subsidy  appropriations,  and  any  recoveries  that  we  might  get  on 
liquidations  of  defaulted  loans. 

In  our  proposal,  we  are  just  proposing  to  change  the  mix.  We 
want  the  beneficiaries  of  the  program  to  pay  for  the  full  cost  of  the 
reserve  instead  of  having  any  appropriated  funds  there. 

As  far  as  0MB  is  concerned,  they,  along  with  SBA,  in  all  fair- 
ness, have  been  very  conservative  in  their  approach  here.  We  will 
continue  to  closely  monitor  and  track  loan  performance  to  better  re- 
fine our  subsidy  rate,  and  we  are  in  the  process  of  doing  that.  We 
are  in  the  process  of  building  systems.  Credit  reform  is  new:  It  was 
implemented  in  fiscal  year  1992.  Implementation  is  a  massive  ef- 
fort and  we  are  in  the  process  of  establishing  new  reporting  sys- 
tems. Once  up  and  running,  which  we  are  on  the  verge  of  that  now, 
I  think  we  will  be  in  a  much  better  position  to  at  least  have  the 
system  automated. 

For  the  time  being,  we  are  fairly  comfortable  with  our  projec- 
tions. We  did  make  some  changes  in  scoring  our  legislative  pro- 
posal, but  that  was  really  based  more  on  a  couple  of  administrative 
policies  and  procedures  that  Mary  Jean  could  speak  to  and  really 
had  very  little  to  do  with  any  in-house  study  or  smalysis  we  have 
underway  at  this  point. 

Mr.  Lader.  Senator,  if  I  could  add  just  one  thought. 

Senator  Warner.  Yes. 

Mr.  Lader.  We  are  committed  to  the  growth  of  this  program,  pro- 
viding financing  to  America's  small  businesses.  This  administration 
is  also  committed  to  a  very  conservative  management  approach  to- 
ward taxpayer  dollars.  So  while  we  may  err  in  the  subsidy  rate  cal- 


55 

culation,  I  am  pleased  that  if  0MB  is  going  to  err,  it  is  going  to 
err  being  too  conservative  for  the  taxpayers  than  putting  taxpayers 
more  at  risk. 

Senator  Warner.  That  is  very  reassuring,  because  I  support  the 
program  and  I  think  it  is  essential. 

Let  me  just  follow  up  with  one  quick  question  here.  What  actions 
have  you  taken  to  reduce  the  default  rate  on  7(a)  loans? 

Mr.  Lader.  Mary  Jean,  would  you  like  to  respond  to  that? 

Ms.  Ryan.  Sure.  Let  us  just  make  sure  that  we  are  talking  about 
the  same  terms — about  ultimately  losing  money.  The  ultimate  loss 
comes  way  down  the  road,  after  we  have  aggressively  tried  to  pur- 
sue collection,  work  out  a  new  payment  arrangement,  perhaps,  and 
then  liquidate  whatever  collateral  is  available.  The  loss  remaining 
is  the  ultimate  loss  rate,  which  is  at,  right  now,  about  1.3  percent, 
a  very  low  level,  historically. 

I  think  I  mentioned  right  before  you  came  in  that  our  liquidation 
case  load  right  now  is  also  at  a  historically  low  level.  We  have 
about  13,000  liquidation  cases,  as  opposed  to  over  30,000  about  10 
years  ago,  and  our  portfolio,  as  you  know,  is  much  larger  today.  We 
have  been  very  aggressive  on  liquidation.  We  have  been  trying  very 
hard  to  get  the  banks  more  involved  in  liquidation  and  we  are 
going  to  be  moving  more  in  that  direction. 

For  the  rapidly  growing  LowDoc  program,  we  did  take  the  step 
contractually  so  that  LowDoc  lenders  will  do  any  liquidations  that 
would  come  from  a  default  on  a  LowDoc  loan.  We  think  that  will 
make  a  big  difference. 

Senator  Warner.  What  kind  of  information  do  you  keep  on  the 
default  rates? 

Ms.  Ryan.  Extensive  information.  I  would  be  happy  to  provide 
you  any  information  that  you  would  like. 

Senator  Warner.  Has  the  recovery  process  slowed  down? 

Ms.  Ryan.  No.  As  Doug  mentioned,  in  the  creation  of  the  zero 
subsidy  rate  concept,  we  thought  it  would  be  prudent,  because  we 
are  trying  to  be  cautious  in  the  move  to  zero  and  removing  our- 
selves from  the  appropriations  process.  We  think  being  cautious  is 
very  prudent.  We  estimated  going  forward  that  our  recoveries 
might  be  lower  for  two  reasons: 

One  is  an  administrative  reason.  When  we  have  banks  do  our  liq- 
uidations for  us,  they  charge  and  add  to  the  loan  balance  the  cost 
of  the  liquidation.  That  additional  cost  translates  often  to  a  lower 
recovery  rate,  just  perhaps  by  the  addition  of  their  costs.  We  still 
think,  overall,  it  makes  sense,  because  if  the  banks  are  doing  liq- 
uidations, they  may  be  doing  it  faster  or  better,  perhaps. 

On  the  other  side,  an  SBA  employee  does  not  have  to  do  that  liq- 
uidation therefore  picking  up  for  SBA  savings  on  administrative  ex- 
pense. 

Also,  while  we  do  not  expect,  and  our  data  right  now  on  LowDoc 
shows  that  LowDoc  is  performing  very  well,  in  fact,  better  than 
other  loans  made  during  the  same  period,  they  are,  perhaps,  loans 
where  the  use  of  proceeds  is  not  generally  for  real  estate  and  the 
collateral  may  be  less  valuable  during  a  liquidation.  That  could  re- 
sult in  a  lower  recovery  rate,  once  a  LowDoc  loan  went  into  a  liq- 
uidation situation.  Again,  because  this  is  such  an  important  initia- 
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tive,  we  want  to  be  very  careful,  and  that  is  what  drove  us  to,  on 
the  estimate,  lowering  our  recovery  rate. 

Senator  Warner.  I  thank  the  witnesses  and  thank  the  Chair. 

Chairman  Bond.  Thank  you  very  much,  Senator  Warner. 

My  sincere  thanks,  Mr.  Lader,  to  you  and  your  staff.  We  will 
keep  the  record  open  for  further  questions.  Our  colleagues  on  the 
minority  side  had  a  party  caucus  that  they  had  to  attend,  and  they 
send  their  regrets.  They  may  have  further  questions,  and  we  will 
look  forward  to  continuing  these  discussions.  Thank  you  again  for 
your  testimony. 

Chairman  Bond.  Our  second  panel  is  Mr.  John  J.  Canning, 
president  and  chief  operating  officer  of  AT&T  Small  Business 
Lending  Corporation  in  Morristown,  New  Jersey,  and  a  strategic 
business  leader  of  the  AT&T  Capital  Corporation.  Also  on  this 
panel  is  Gary  V.  Hoyer,  president  and  principal  of  the  Princeton 
Capital  Finance  Company,  LLC,  of  Princeton,  New  Jersey;  and  Mi- 
chael Gallagher,  manager  of  Government  Loan  Programs,  Business 
Banking  Group,  Wells  Fargo  Bank  of  San  Jose,  California. 

We  would  like  to  call  on  Mr.  Gallagher  to  go  first  with  his  com- 
ments. 

STATEMENT  OF  MICHAEL  GALLAGHER,  MANAGER  OF  GOV- 
ERNMENT  LOAN  PROGRAMS,  BUSINESS  BANKING  GROUP, 
WELLS  FARGO  BANK,  SAN  JOSE,  CALIFORNIA 

Mr.  Gallagher.  Thank  you,  Mr.  Chairman,  and  thank  you, 
members  of  the  Committee,  for  this  opportunity  to  address  you  on 
SB  A  loan  programs  and  reform. 

Wells  Fargo  has  over  90,000  small  business  customers  represent- 
ing some  $3.5  billion  in  loan  assets,  loan  commitments.  Our  aver- 
age loan  or  line  of  credit  is  $23,000,  but  we  do  lend  in  a  range  of 
$5,000  to  $1  million. 

I  think  you  will  find  our  perspective  to  be  somewhat  unusual  be- 
cause only  8.5  percent  of  all  of  our  small  business  lending  is  accom- 
plished with  the  assistance  of  some  type  of  Government  program, 
including  SBA.  Wells  Fargo  is  a  certified  SBA  7(a)  lender  and  we 
are  the  leading  private  user  of  the  504  program  in  the  State  of 
California. 

I  would  like  to  summarize  my  comments  as  follows.  If  the  Grov- 
emment  chooses  to  continue  guaranteeing  loans,  it  is  our  view  that 
there  is  no  question  that  the  program  can  be  self-funding,  zero  sub- 
sidy, and  that  is  because  there  is  so  much  value  created  when  tax- 
payers assume  the  downside  risk  of  loans,  and  it  seems  only  fair 
and  budgetarily-prudent  to  harness  that  taxpayer-created  value  to 
pay  for  the  pro-am. 

Getting  to  Senator  Bennett's  concern,  I  think  it  is  a  very  wide- 
margin  business  and  the  margins  could  be  thinned  and  still  meet 
demand  and  growing  demand. 

The  other  major  point  I  would  like  to  make  is  that  if  we  get  to 
having  a  self-funding  program,  I  think  it  should  be  done  and  built 
so  as  to  encourage,  not  displace,  private  unguaranteed  lending  pro- 
grams and  the  growth  of  private  unguaranteed  secondary  markets. 
I  see  two  possible  futures  of  a  self-funding  guarantee  program.  One 
is  better  than  the  other. 
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You  could  have  self-funding  SBA  programs  which  eventually  lead 
to  hundreds  of  billions  of  dollars  of  taxpayer-backed  small  business 
loans  in  the  secondary  market,  or  you  could  have  a  self-funding 
SBA  program  actively  managed  in  a  way  to  promote  the  develop- 
ment of  private-owned  guaranteed  secondary  markets.  Grovemment 
backing  would  be  limited  to  agreed-upon  value  added  purposes,  and 
I  will  explain  a  little  bit  later  in  my  testimony  why  I  think  the  sec- 
ond alternative  is  preferable  and  how  it  might  be  achieved,  just  one 
idea. 

I  would  just  like  to  say  briefly,  in  terms  of  other  major  points, 
our  experience  has  been  that  there  is  a  better  way  than  guarantees 
to  help  businesses  obtain  credit.  Guarantees  invariably  lead  to 
rules,  overhead,  monitoring  to  protect  the  taxpayer  from  downside 
risk.  Those  are  prudent  rules,  but  they  certainly  do  add  to  adminis- 
trative costs  in  major  ways  for  the  Government  as  well  as  lenders. 
Our  experience  has  been  that  7(a)  loans  are  about  three  times  the 
cost  to  originate  compared  to  our  conventional  loans. 

A  much  more  efficient  way,  in  our  experience,  for  Government  to 
help  small  business  obtain  credit  by  helping  lenders  take  more  risk 
is  through  loan  loss  reserves,  a  portfolio  insurance-type  approach, 
sometimes  called  the  capital  access  model.  In  California,  where  this 
model  has  been  implemented  for  only  13  months,  $100  million  of 
loans  and  lines  of  credit  have  been  made  to  over  700  businesses 
and  the  State  of  California,  which  provides  a  4-percent  match  to 
that  loan  loss  reserve,  has  not  added  any  staif  to  administer  the 
program.  So  the  Government  is  not  in  the  loan  processing  business. 
They  are  not  in  the  loan  liquidation  business.  The  downside  risk 
is  limited  to  that  up-front  contribution  to  the  loan  loss  reserve. 

Another  major  point,  there  are  numerous  developments  that  are 
currently  happening  in  the  small  business  lending  market  which  I 
think  policy  makers  should  take  note  of  that  could  affect  and  in- 
crease the  development  of  a  private  secondary  market  in  the  future 
which  has  heretofore  been  only  limited  to  Government-backed 
small  business  loans. 

Some  of  these  developments  include  statistical  credit  scoring  of 
small  business  loans  rapidly  spreading  throughout  small  business 
lending.  Computer  monitoring  of  portfolio  performance  is  also 
growing.  This  growing  data  will  make  loan  portfolios  easier  to  rate 
and  sell  with  diminishing  credit  enhancements  needed  to  entice  in- 
vestors. 

I  would  also  like  to  add  that  credit  scoring  technology  is  avail- 
able for  sale  in  the  market,  meaning  that  even  small  community 
banks  can  avail  themselves  of  state-of-the-art  scoring  and  portfolio 
monitoring  technology,  thus  making  their  loans  more  sellable  in 
the  future. 

The  SBA  itself  could  aid  in  the  development  of  private  secondary 
markets  by  mining,  exploiting,  using,  analyzing,  and  making  public 
the  enormous  amount  of  portfolio  data  that  they  currently  sit  on. 
Recently,  at  least  two  SBA  lenders,  the  Money  Store  and  Zions  Na- 
tional Bank,  found  secondary  market  investors  to  purchase 
unguaranteed  portions  of  their  portfolios.  So  these  are  important 
developments  which,  I  think,  suggest  the  future  could  be  very  dif- 
ferent from  the  past. 
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Finally,  I  would  like  to  propose  an  alternative  to  the  SBA's  zero 
subsidy  proposal.  It  is  just  one  idea  which  certainly  can  be  debated, 
but  that  the  SBA  could  become  self-funding  by  becoming  the  mo- 
nopoly buyer  of  7(a)  loans  and  instituting  a  fee  structure  for  sellers 
and  keepers  of  loans  alike  that  could  probably  generate  somewhere 
in  the  realm  of  $400  million  annually. 

All  can  observe  from  the  secondary  market  activity  that  enor- 
mous value  is  created  when  taxpayers  guarantee  loans,  and  we  see 
that  premia  are  paid  in  the  secondary  market,  ranging  from  10  to 
12  percent,  which  would  even  be  higher  if  SBA  rules  did  not  re- 
quire lenders  to  retain  1-percent  servicing  income,  because  the  true 
costs  of  servicing  loans  are  somewhere  between  0.3  and  0.5  percent. 

If  we  start  with  the  premise  that  the  taxpayers  own  the  value 
that  has  been  created  by  these  guarantees,  then  it  could  be  har- 
nessed to  pay  for  the  projected  costs  of  the  loan  guarantee  program 
and  you  could  capture  this  value  in  two  interrelated  ways.  All  sell- 
ers of  loans  must  sell  to  the  SBA  or  its  agent.  The  SBA  will  then 
determine  what  percentage  of  the  premium  it  needs  to  share  in 
order  to  entice  lenders  to  sell.  And,  a  net  additional  guarantee  fee 
of  approximately  5  percent  would  need  to  be  charged  and  a  rule 
prohibiting  a  pass-through  to  borrowers  would  need  to  be  instituted 
to  make  sure  that  the  holders  of  loans  paid  to  fund  the  program, 
as  well  as  those  that  sell  into  the  secondary  market. 

There  are  several  advantages  to  this  approach,  but  I  will  con- 
clude my  remarks  there  and  answer  any  questions  you  have  at  the 
appropriate  time. 

[The  prepared  statement  of  Mr.  Gallagher  follows:] 
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SUBJECT:  Future  of  the  SBA  7(a)  Loan  Program 


Chairman  Bond  and  Fellow  Senators: 

Thank  you  for  this  opportunity  to  comment  on  the  SBA  reform  proposals  and  to  offer  thoughts  on 
government  assisted  small  business  lending  generally.  By  way  of  background.  Wells  Fargo  is  a  leading  lender 
to  small  businesses  in  California  and  the  country.  We  have  over  90,000  small  business  loans  outstanding 
representing  commitments  of  $3.5  billion  dollars.  While  our  average  loan  or  line  to  a  small  business  is 
$23,000,  we  lend  in  a  range  from  $5000  to  $1,000,000.  Approximately  8.5%  of  our  small  business  lending 
(in  dollars,  not  loans)  is  made  with  SBA  or  other  government  assisted  loan  programs.  Wells  Fargo  is  a 
"Certified"  7(a)  lender  and  the  leading  private  user  of  the  SBA's  504  program  in  California. 

The  summary  of  my  comments  on  SBA  reform  is  the  following: 

If  the  government  chooses  to  continue  guarantying  loans  to  small  businesses,  there  is  no  question  that 
a  loan  guaranty  program  can  and  should  be  "self-funding"  (e.g.:  '''zero  subsidy").  So  much  value  is 
created  when  taxpayers  assume  the  downside  risk  of  loans,  that  it  seems  only  fair  and  budgetarily 
prudent  to  harness  that  taxpayer-created  value  to  pay  for  the  program. 

There  are  several  methods  to  make  guaranty  programs  self-funding.  Administrator  Lader's  proposal 
is  a  sound  one.  I  will  suggest  an  alternative  later  during  my  testimony. 


However,  I  would  like  to  make  the  following  general  comments  regarding  govertunent  assisted  small 
business  lending: 

1.  Government  involvement  in  small  business  credit  markets  should  be  restricted  to 

"value  added"  purposes.  Government  risk-sharing  programs  should  not  be  used  to 
displace  what  the  markets  can  do  conventionally. 

SBA's  "Low  Doc"  and  "FA$TRAK"  products  are  innovations  more  firmly  in  the  realm  of 
value-added  uses  of  govemment  risk-sharing  and  important  for  their  targeting  of  small  loans 
■    (under  $  1 00,000)  to  small  businesses. 
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Tbere  is  a  better  way  than  guaranties  for  government  to  help  businesses  obtain  credit. 

Guaranties  lead  to  many  rules  and  government  overhead  to  process  and  audit  loans  to 
protect  the  taxpayers  from  the  downside  risks  of  loan  loss.  The  numerous  and  inevitable 
rules  that  come  with  government  guaranties  also  drive  up  the  lender's  cost  of  making  loans. 
(SBA  7a  loans  cost  triple  to  originate  and  service  than  do  our  conventional  small  business 
loans  and  require  SBA  expert  lenders  who  are  familiar  with  the  many  rules  of  the  program. 
By  lowering  guaranties  to  50%  in  exchange  for  using  a  bank's  own  conventional  processing, 
the  "FASTRAK"  experiment  addresses  most  but  not  all  of  these  issues)  Guaranties  also 
have  the  disadvantage  for  the  government  that  they  can  easilv  be  sought  for  loans  that  could 
be  made  conventionally. 

Loan  loss  reserves,  sometimes  called  portfolio  insurance  or  the  Capital  Access  model, 
are  the  most  efTicient  way  for  government  to  help  small  businesses  obtain  credit  not 
available  conventionally. 

Through  the  Capital  Access  model,  borrower,  lender,  and  government  co-fund  a  loan  loss 
reserve  to  help  protect  the  lender  from  the  higher  than  conventional  loan  losses  expected. 
In  California  and  some  19  other  states,  government  normally  makes  a  4%  contribution 
which  matches  the  borrower's  2%  and  the  lender's  2Vo.  The  government  does  not 
underwrite  or  process  loans:  its  downside  risk  is  limited  to  the  4%  up-front  contribution. 
Although  such  a  model  is  not  "zero-subsidy"  in  nature,  there  is  almost  no  government 
overhead  associated  with  Capital  Access:  no  staff  were  added  to  the  government  agency  in 
California  which  administers  California  Capital  Access.  In  only  its  first  13  months  of 
operation  in  Ccilifomia,  this  new  program  has  helped  over  700  small  businesses  receive  over 
SIOO  million  in  loans  and  lines  of  credit 

Although  the  lack  of  a  secondary  market  other  than  the  one  that  exists  for  SBA  loans 
is  often  cited  as  one  of  the  program's  chief  virtues,  there  are  several  developments 
which  suggest  that  liquidity  will  soon  grow  in  small  business  loan  markets  without 
government  risk  sharing.  These  developments  include: 

a).  Statistical  credit  scoring  of  small  business  loan  applications  is  rapidly  spreading 

throughout  the  industry  of  small  business  lenders.  Computer  monitoring  of 
portfolio  performance  is  also  growing  quickly.  This  growing  data  will  make  loan 
portfolios  easier  to  rate  and  sell  with  diminishing  credit  enhancements  needed  to 
entice  investors. 

b).  Credit  scoring  technology  is  available  for  sale  in  the  market  place  of  vendors  to 

lenders.  This  means  that  even  small  communitv  banks  can  avail  themselves  of  state 
of  the  art  credit  scoring  and  portfolio  monitoring  technology  ~  thus  making  the 
community  bank's  loans  more  sellable  in  the  future. 

c).  The  SBA  itselfcan  aid  in  the  development  of  private  secondary  markets.  The  SBA 

should  improve,  exploit,  and  make  public  the  enormous  amount  of  portfolio 
performance  data  it  has  access  to.  High  qualitv  information  and  transparency  of 
data  are  the  necessarv'  ingredients  for  private  (unguaranteed)  secondarv-  markets  to 
develop. 
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d).  The  Small  Business  Loan  Secondar\  Market  Enhancement  Act  already  passed  into 

law  will  enable  pension  funds  and  certain  insurance  companies  to  invest  in 
securities  backed  by  small  business  loan  assets. 

e).  At  least  two  leading  SBA  lenders.  The  Money  Store  and  Zions  National  Bank, 

recently  found  secondary  market  investors  to  purchase  unguaranteed  loan 
portfolios. 

Even  a  "Zero-Subsidy"  guaranteed  loan  program  involves  taxpayer  exposure  to 
downside  risk  if  future  losses  grow  in  unexpected  ways. 

Although  solid  portfolio  monitoring  should  reduce  unpleasant  surprises  in  the  future. 
Congress  and  the  ta.xpayers  of  the  country  have  an  interest  in  preventing  the  government 
guaranteed  secondary  market  from  growing  uncontrollably.  This  point  is  all  the  more 
important  given  the  development  of  secondary  markets  in  which  the  gosemment  takes  no 
risk. 


Alternative  to  SBA's  Zero-Subsidv  Proposal: 

In  lieu  of  collecting  90  basis  points  annually  on  all  fiiture  7(a)  loans,  the  SBA  could  achieve  self  funding 
by  becoming  the  monopoly  buyer  of  7(a)  loans  and  instituting  a  fee  structure  for  sellers  and  keepers  of 
loans  alike  which  would  probably  generate  some  S400  million  annually. 

All  can  observe  from  secondary  market  activity,  that  enormous  value  is  created  by  U.S.  government 
guaranties  on  small  business  loans.  Premia  paid  often  range  in  the  10  to  12%  range  and  would  be  higher  if 
the  government  did  not  require  lenders  to  retain  1%  servicing  (true  loan  servicing  costs  in  the  industry  are 
known  to  be  0.3  to  0.5%).  Taxpayers  create  this  value  by  guarantying  loan  repayment;  it  seems 
defensible  that  taxpayers  "own"  this  value  and  should  be  able  to  harness  it  to  fund  the  projected  costs  of 
the  loan  guaranties  they  provide. 

Capturing  this  value  could  happen  in  Xv,o  different  ways: 

1 .  All  sellers  of  loans  can  only  sell  to  the  SBA  or  its  agent.  The  SBA  can  then  determine 
what  percentage  of  the  premium  it  needs  to  share  with  the  originating  lender  to  entice  a 
sufficient  number  of  lenders  to  sell  their  loans. 

2.  A  net  additional  guaranty  fee  of  at  least  5%  w  ould  need  to  be  charged,  and  a  rule 
prohibiting  a  pass  through  to  borrowers  would  need  to  be  instituted,  to  make  sure  that 
holders  of  loans  also  paid  to  fimd  the  program,  and  to  entice  many  lenders  to  sell  their 
loans 


Conclusion 

The  above  comments  describe  the  drawbacks  of  guaranty  programs  and  point  towards 
developments  in  the  conventional  lending  and  capital  markets  which  augur  well  for  the  availability  of 
credit  for  small  businesses  in  the  future.  Assuming  the  continuation  of  a  government  loan  guaranty 
program,  "'zero-subsidy'"  should  be  pursued  vigorously  and  can  be  achieved  by  harnessing  more  of  the 
value  which  is  created  by  taxpayers  when  our  government  guaranties  small  business  loans. 

Thank  vou. 
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Chairman  Bond.  Thank  you,  Mr.  Gallagher.  We  will  want  to  fol- 
low up  on  a  number  of  those  points. 
Next  is  Mr.  Hoyer. 

STATEMENT  OF  GARY  V.  HOYER,  PRESIDENT  AND  PRINCIPAL, 
PRINCETON  CAPITAL  FINANCE  COMPANY,  LLC,  PRINCETON, 
NEW  JERSEY 

Mr.  Hoyer.  Good  morning,  Mr.  Chairman  and  members  of  the 
Committee.  I  thank  you  very  much  for  inviting  me  here  today  to 
discuss  the  flagship  7(a)  loan  guarantee  program. 

I  am  president  and  a  principal  of  Princeton  Capital  Finance 
Company.  We  are  dedicated  to  providing  the  much-needed  capital 
for  the  small  business  marketplace  throughout  America.  We  origi- 
nated approximately  $308  million  in  loans  in  1993,  $400  million  in 
1994,  and  expect  to  originate  close  to  $600  million  this  year,  pri- 
marily revolving  lines  of  credit,  asset-based,  in  the  marketplace, 
utilizing  solely  the  private  markets  to  securitize  these  loans.  We 
fund  ourselves  by  issuing  asset-based  securities  in  the  private  mar- 
ket. Small  business  is  good  business  for  us. 

I  applaud  the  direction  that  the  Administrator  and  SBA  have 
taken  by  recognizing  the  need  to  achieve  zero  cost  for  Grovemment 
on  its  flagship  7(a)  program.  However,  I  believe  that  the  SBA  can 
more  efficiently  deliver  services  while  significantly  reducing  costs 
through  creative  utilization  of  private  markets  and  proven  private 
market  theory.  SBA  can  thus  further  its  goal  as  a  credit  enhancer, 
a  vital  role  for  Government  to  play  in  providing  access  to  capital 
for  small  businesses,  specifically  in  those  markets  developing  that 
the  private  sector  does  not  yet  participate  in  significantly. 

I  have,  Mr.  Chairman,  three  principal  points  to  make  to  the 
Committee  this  morning.  Point  one,  a  zero  subsidy  rate  is  achiev- 
able. I  will  suggest  an  alternative  to  certain  of  the  increased  fees 
and  increased  interest  rate  cap  currently  proposed  by  the  SBA. 

Point  two,  SBA  can  further  enhance  small  business  access  to 
long-and  short-term  capital  through  the  expansion — I  agree  with 
Mr.  Lader — of  the  7(a)  loan  program  and  the  elimination  of  certain 
SBA  regulatory  impediments.  By  expanding  the  7(a)  loan  guaran- 
tee program  and  increasing  loan  originations,  a  more  refined  and 
viable  secondary  market  will  develop,  attracting  additional  private 
sector  capital,  resulting  in  greater  efficiencies  for  small  business 
borrowers,  small  business  lenders,  and  the  Government. 

Point  three,  to  help  balance  SBA's  current  budget,  LowDoc  loan 
guarantees  should  be  limited.  I  would  like  to  propose  changes  to 
the  7(a)  lending  program  to  enable  it  to  continue  to  provide  small 
business  with  access  to  capital,  including  the  very  popular  LowDoc 
program,  while  mitigating  the  likely  significant  expense  of  addi- 
tional losses  for  the  Government  in  future  periods. 

I  want  to  amplify  these  three  points  in  the  context  of  briefly  rec- 
ommending changes  to  existing  programs  to  make  more  dollars 
available  for  small  businesses  while  reducing  Government  costs 
through  greater  private  market  participation.  I  will  focus  the  ma- 
jority of  my  oral  testimony  on  my  first  point,  and  while  not  being 
an  expert  on  SBA's  subsidy  rate  calculation,  I  recommend  that  SBA 
adopt  a  present  value  methodology  for  calculating  the  present 
value  of  fees  that  it  will  receive  for  guaranteeing  loans. 
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I  refer  you  to  an  exhibit  in  the  back  of  my  written  testimony.  I 
know  I  am  going  to  get  questions  from  Senator  Bennett  on  this, 
given  his  interest  in  math.  I  have  taken  a  general  example  of  a 
loan  originated  in  the  private  markets  by  an  approved  lender.  The 
cap  rate  is  currently  prime  plus  2.75.  Lenders  are  required  to  re- 
tain one  point  as  the  servicing  fee. 

I  am  assuming  here  that  the  loan  is  sold  into  the  secondary  mar- 
ket, and  right  now,  to  sell  the  loan  into  the  secondary  market,  if 
the  approved  lender  sells  that  loan  at  greater  than  its  face  value, 
meaning  at  a  premium,  and  that  premium  happens  to  be  greater 
than  110  percent  of  the  face  value,  that  approved  lender  will  share 
its  excess  premium,  anything  over  110  percent,  with  SBA.  There- 
fore, the  majority  of  approved  lenders  sell  their  loans  into  the  mar- 
ketplace at  prime  plus  some  lower  interest  rate  coupon  than  they 
originate  the  loan  at. 

In  my  example  here,  I  am  assuming  that  the  loan  is  sold  at 
prime  plus  0.85  percent,  85  basis  points.  The  securities  dealer,  in 
order  to  sell  that  loan  into  the  marketplace,  because  institutional 
investors  are  not  interested  in  taking  the  premium  risk  in  paying 
greater  than  the  face  amount  for  that  loan,  strip  off  interest  cou- 
pon. In  my  example,  the  security  dealer  strips  off  2.45  percent  of 
that  interest  rate  to  arrive  at  a  pass-through  coupon  sold  to  the  in- 
vestor of  prime  minus  2  Vs. 

That  allows  the  pricing  in  the  marketplace  to  approximate  PAR 
or  99.75  percent  of  PAR,  meaning  that  the  securities  dealer  has 
kept  2.45  percent  points  of  the  interest  coupon.  And,  in  fact,  obvi- 
ously, securities  dealers  are  not  in  the  business  of  losing  money; 
they  are  in  the  business  of  making  money.  They  hold  on  to  that 
2.45  percent  and  package  and  market  it  for  sale  into  the  secondary 
markets  at  an  amount  that  is  at  least  equal  to  the  difference  in 
price — 110  less  99.75  gives  you  10.25.  That  provides  for  a  multiple 
of  approximately  4.18.  That  multiple  could  be  an  approximate  of 
present  value. 

Following  that  thought  through,  the  guarantee  premium,  if  we 
were  to  assume  a  present  value  methodology  for  the  guarantee  pre- 
mium, i.e.,  the  servicing  fee  that  SBA  would  currently  recognize 
under  its  proposed  amendment,  SBA's  subsidy  rate  this  fiscal  year, 
2.74  percent,  would  require  approximately  a  48-basis-point  service 
fee.  Similarly,  if  the  subsidy  rate  went  to  3.75  and  4.75  in  future 
periods,  approximately  67  and  approximately  86  basis  points  would 
result  as  the  guarantee  premium  that  the  SBA  would  have  to 
charge  respectively. 

I  am  not  going  to  get  into,  given  the  time  here,  the  chart  that 
Senator  Bennett  would  appreciate,  but  I  am  more  than  willing  to 
spend  some  time  afterwards  in  going  over  the  present  value  theory 
in  detail. 

In  summary,  Mr.  Chairman,  I  am  convinced  that  the  SBA  needs 
to  structure  itself  for  the  future  viability  of  the  section  7(a)  loan 
guarantee  program  by  rethinking  the  way  it  values  its  servicing 
and  by  achieving  a  zero  subsidy  rate  through  a  combination  of 
some  increased  fees  as  well  as  applying  this  particular  present 
value  thought  process. 

Two,  expanding  the  7(a)  loan  program  to  include  a  viable  guaran- 
tee prograni  for  collateralized  loans  and  increasing  portfolio  size. 
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which  results  in  additional  diversification  for  the  portfolio,  ergo 
lower  loss  impact  relative  to  the  portfolio  when  losses  are  experi- 
enced. 

Three,  I  do  agree  that  LowDoc  loans,  in  fact,  should  be  limited. 
The  guarantee  rate  should  be  dropped  to  75  percent,  in  fact,  75 
percent  across-the-board  for  all  loans. 

In  the  process  of  communicating  the  concept  of  reinventing  SBA, 
Mr.  Lader  and  the  SBA  have  adopted  a  phrase  from  that  recent  ad- 
vertisement that  he  spoke  of,  "It  is  not  your  father's  SBA."  Given 
the  radical  change  and  the  global  nature  of  toda/s  economic  and 
financial  marketplace  and  the  impact  small  business  has  relative 
to  that  marketplace,  I  respectfully  submit  that  it  is  not  your  fa- 
ther's capital  markets,  either. 

The  private  market  has  focused  on  small  business  and  it  is  pre- 
pared to  help  pull  small  business  into  position  to  access  capital.  To- 
gether, SBA  and  the  private  sector  can  achieve  that  collective  goal. 

Thank  you,  Mr.  Chairman,  for  the  opportunity  to  address  the 
Committee.  Again,  I  offer  my  assistance  hereafter  to  explain  any 
questions  you  or  the  Committee  or  the  staff  of  the  Committee  may 
have. 

[The  prepared  statement  and  attachments  of  Mr.  Hoyer  follow:] 
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TESTIMONY 

OF 

GARY  V.  HOYER 

PRESIDENT  AND  PRINCIPAL 
PRINCETON  CAPITAL  FINANCE  COMPANY 

INTRODUCTION: 

Good  morning  Mr.  Chairman  and  Members  of  the  Committee.  Thank  you  for  inviting 
me  to  appear  before  you  this  morning  to  discuss  the  Small  Business  Administration's  Section 
7(a)  Loan  Guarantee  Program  and  the  recently-proposed  changes  to  loan  guarantee  rates  and 
fees  charged  to  both  lenders  and  borrowers  in  an  effort  to  reduce  the  Federal  Government's 
loan  subsidy  cost  to  zero. 

I  am  the  President  and  a  Principal  of  Princeton  Capital  Finance  Company,  a  private 
finance  company  located  in  Princeton,  N.J.   Princeton  Capital  is  dedicated  to  providing  much- 
needed  capital  to  small  businesses  throughout  America.   Prior  to  founding  Princeton  Capital,  I 
spent  over  10  years  bringing  institutional  structured  finance  to  the  small  busines^s  marketplace  with 
the  firms  of  Deloitte,  Haskins  &  Sells  (now  Deloitte  &  Touche),  First  Boston  Corporation  and 
Prudential-Bache  Capital  Funding. 

Princeton  Capital,  itself  a  small  business,  has  developed  workable  private-sector  financing 
programs  for  small,  mid-sized  and  growth-oriented  businesses,  and  our  portfolio  is  growing 
steadily.  Our  average  loan  to  a  small  business  ranges  between  $5(X),CX30  to  $750,000  while  our 
lending  programs  allow  for  loan  originations  of  $50,000  to  $5,000,000.  Princeton  Capital 
originated  approximately  $308  million  in  loans  to  small  businesses  in  calendar  1993, 
approximately  $400  million  in  1994  and  we  expect  to  originate  over  $600  million  during  1995. 
Most  of  these  loans  are  secured  revolving  lines  of  credit  —  i.e.,  asset-based  loans  —  with 
mamrities  of  less  than  three  years,  collateralized  by  the  accounts  receivable,  inventory  or 
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expected  contract  proceeds  from  the  goods  and  services  small  businesses  have  supplied  to 
Federal,  state  and  local  government  agencies  and  to  larger  commercial  entities.  Princeton  Capital 
utilizes  the  private  capital  markets  exclusively  to  securitize  these  loans,  and  funds  itself  by  issuing 
asset-backed  securities,  including  asset-backed  commercial  paper. 

Recently,  Princeton  Capital  has  participated  in  discussions  with  SB  A  personnel  and  this 
Committee  regarding  the  current  stams  of  the  private  markets  and  certain  SB  A  programs. 
Princeton  Capital  and  I  applaud  the  direction  that  the  Administrator  and  SBA  have  taken  by 
recognizing  the  need  to  achieve  zero  cost  for  the  Government  on  its  flagship  Section  7(a)  Loan 
Guarantee  Program. 

In  keeping  with  the  spirit  of  SBA's  reinvention  plan,  called  "Stretching  Taxpayer  DollarS",  and 
the  Agency's  commitment  to  public/private  partnerships,  I  believe  that  SBA  can  more  efficiently 
deliver  services,  while  significantly  reducing  costs,  through  creative  utilization  of  the  private 
markets  and  proven  private  market  theory.  SBA  can  thus  fiirther  its  role  as  a  credit  enhancer  ~ 
a  vital  role  for  Government  to  play  in  providing  access  to  capital  for  small  businesses,  specifically 
in  those  developing  markets  where  the  private  sector  does  not  participate  significantly. 

THREE  PRINCIPAL  POINTS: 

Mr.  Chairman,  I  have  three  (3)  principal  points  to  make  before  the  Committee  this 
morning. 

Point  One:       A  Zero  subsidv  rate  is  achievable. 
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I  will  suggest  an  alternative  to  the  increased  fees  and  increased  loan  interest  rate  cap 
currently  proposed  by  SBA  and  supported  by  the  National  Association  of  Government 
Guaranteed  Lenders  (NAGGL). 

Point  Two;      SBA  can  further  enhance  small  business  access  to  long  and  short-term 

capital  through  various  means,  including  expansion  of  the  7(a)  loan  program 
and  the  elimination  of  certain  SBA  regulatory  impediments. 

By  expanding  the  7(a)  loan  guarantee  program  and  increasing  loan  originations,  a  more  refined 
and  viable  secondary  market  will  develop,  attracting  additional  private  sector  capital,  resulting  in 
greater  efficiencies  for  small  business  borrowers,  small  business  lenders  and  the  Government. 

Point  Three:    To  help  balance  SBA's  current  budget,  LOW  DOC  loan  guarantees  should 
be  limited,  the  LOW  DOC  program  absorbs  appropriated  funds  for  loan 
guarantees  that  will  probably  result  in  significant  loan  losses  in  future 
periods. 

I  would  like  to  propose  changes  to  the  7(a)  lending  program  to  enable  it  to  continue  to  provide 
small  business  with  access  to  capital,  including  the  very  popular  LOW  DOC  program,  while 
mitigating  the  otherwise  likely  significant  expense  of  additional  losses  for  the  Government. 

I  want  to  amplify  these  three  points  in  the  context  of  briefly  discussing  the  types  of  7(a)  loans 
currently  being  originated,  private  market  alternatives  and  recommended  changes  to  existing 
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programs  to  make  more  dollars  available  for  small  businesses,  while  reducing  Government  costs 
through  greater  private  market  participation. 

L        A  ZERO  SUBSroV  RATE  IS  ACHIEVABTE 

Mr.  Chairman,  to  reiterate  my  first  point,  a  zero  subsidy  rate  is  achievable.   SB  A  Administrator, 
Phil  Lader,  has  proposed,  with  the  support  of  many  lenders,  additional  fees  for  both  borrowers 
and  lenders  and  an  increase  in  the  loan  interest  rate  cap  that  would  flow  through  to  the  SBA  to 
reduce  its  subsidy  cost  to  zero.   While  I  applaud  the  Administrator  and  the  supporting  lender 
community  regarding  these  proposals,  all  of  which  are  largely  fair  and  reasonable,  I  submit  there 
is  an  alternative  means  of  achieving  a  zero  subsidy  cost  without  incurring  the  proposed  increases 
in  fees  and  the  loan  interest  rate  cap.   The  alternative  plan  involves  a  present  value 
methodology  for  calculating  the  value  of  the  various  fees  SBA  currently  recognizes,  or  would 
recognize  given  the  proposed  changes.   To  assist  in  understanding  this  plan,  I  would 
respectfiilly  refer  you  to  several  exhibits  accompanying  my  written  testimony.   The  fmancial 
theorems  supponing  these  exhibits  have  been  well  proven,  are  accepted  in  the  private  markets 
and  are  currently  utilized  daily.    I  have,  however,  made  certain  assumptions,  used 
approximates  and  generalized  where  possible. 

Exhibit  I  demonstrates  how  the  secondary  market  sells  guaranteed  portions  of  loans  to 
institutional  investors.   SBA's  full  faith  and  credit  guarantee  allows  the  loans  to  be 
sold  at  a  premium  in  the  marketplace.   However,  due  to  uncertainty  regarding  possible  loan 
prepayments,  investors  are  usually  not  interested  in  purchasing  securities  at  a  premium. 
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Securities  dealers  and  investment  bankers  often  strip  off  excess  coupon  to  sell  the  loan,  priced 
at  or  below  par,  with  a  lower  interest  rate  pass-through  to  investors.   The  stripped  coupon,  or 
excess  servicing  as  it  is  sometimes  called,  is  then  sold  separately.   As  evidenced  by  Exhibit  I, 
the  245  basis  points  (2.45%)  of  excess  coupon  is  sold  in  the  secondary  market  at  a  significant 
multiple  (4. 18x)  of  its  face  value,  representing  an  approximate  present  value  of  the  future  interest- 
rate  cash  flow  streams  from  that  pool  of  loans.   Similarly,  interest  strips  are  successfully  sold  in 
other  markets  by  Federal  National  Mortgage  Association  (Fannie  Mae)  and  Federal  Home  Loan 
Mortgage  Corporation  (Freddie  Mac)  and  by  Merrill  Lynch  and  other  investment  banks  by 
stripping  coupons  from  Treasury  Certificates  and  other  Government  paper. 

Exhibits  III  and  TV  demonstrate  approximate  guarantee  premiums  that  would  be  charged  to 
SBA  approved  lenders  if  the  subsidy  rate  were  to  increase  to  3.75%  and  4.75%  respectively. 
Exhibit  V  is  a  graphic  presentation  of  data  from  Exhibits  L  11  and  HI.   Exhibit  VI  summarizes 
SBA  7(a)  Loan  Guarantee  Program  parameters  and  proposed  parameters. 

RECOMMENDATION:   ADOPT  A  PRESFNT  VALUE  PROGRAM 

SBA  can  package  and  "sell"  the  present  value  of  its  guarantee  premium  in  a  similar  manner. 
The  guarantee  premium  could  be  "sold"  in  either  the  private  markets  or  to  the  Government  to 
recognize  a  present  value  multiple  equivalent  in  dollars  which,  when  applied  to  the  subsidy  rate, 
in  conjunction  with  other  fees  paid  at  loan  closing  (or  loan  sale  into  the  secondary  market) 
would  reduce  the  Government's  subsidy  cost  to  zero. 

In  this  maimer  the  SBA,  as  a  credit  enhancer,  can  determine  its  guarantee  premium 
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(subsidy  rate)  for  each  time  period  (wliich  should  be  calculated  at  least  quarterly  as  portfolio 
performance  changes),  have  the  calculated  premium  approved  by  0MB,  and  announce  the  SBA 
guarantee  premium  required  to  reduce  the  Government's  cost  to  zero  for  that  period.   All 
panicipating  lenders  would  be  obligated  to  pass  through  to  SBA  the  stipulated  premium  from  the 
servicing  fees  they  retain  on  loans  originated  during  that  period. 

Using  the  current  FY  1995  subsidy  rate  (2.74%),  certain  of  the  proposed  fee  changes, 
and  present  value  methodology,  Exhibit  n  shows  that  the  calculated  SBA  guarantee  premium 
for  FY  1995  would  be  approximately  48  basis  points  (.48%)  in  guarantee  premiimis,  only  8  basis 
points  (.08%)  higher  than  the  servicing  fee  proposed,  while  mitigating  the  need  to  increase  the 
loan  interest  rate  cap  by  one-half  of  one  percent  (0.5%). 

In  conjimction  with  this  present  value  recommendation,  the  following  related  changes  should  also 
be  implemented: 

A.  Determine  a  separate  guarantee  premium  for  each  separate  SBA  loan  program  or 
loan  class  within  a  program  (e.g.  LOW  DOC,  CAP-LINE,  real-estate  loans, 
working  capital  loans,  equipment  loans,  etc.). 

B.  Determine  specific  premiums  for  individual  approved  lenders  based  on  lender 
performance  within  a  range  of  the  portfolio  average,  i.e.,  preferred  lenders 
(denoting  better  than  average  ponfolio  performance)  would  pay  some  lesser 
premium  and  poor  performers  would  pay  some  greater  premium. 
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If  the  above-described  present  value  methodology  were  adopted,  along  with  the  additional 
changes  referenced  above,  there  would  theoretically  be  no  limit  to  the  dollar  volume  of  loans 
that  could  be  guaranteed  by  SBA  as  long  as  SBA  maintained  zero  subsidy  cost.  The  premium 
calculation  process  would  become  self-policing  for  loan  programs  and  lenders  because  the 
"market"  will  determine  the  cost  of  particular  loan  programs  and  lenders  will  either  write 
loans  or  not  based  on  cost  and  potential  profit  (or  lack  thereof). 


IL  SBA  CAN  POSmVEI^Y  IMPACT  THE  FURTHER  DEVELOPMENT 
OF  PRIVATE  AND  SECONDARY  MARKETS  FOR  SMALL 
BUSINESS  LOANS. 


Mr.  Chairman,  in  the  continuing  drive  to  achieve  zero  Government  cost  for  credit 
enhancement,  eliminating  certain  SBA  regulatory  impediments  and  expanding  certain 
7(a)  loan  programs  will  provide  for  significant  increases  in  secondary  market  activity,  leading 
to  greater  loan  origination  volume  and  directly  and  positively  impacting  the  efficiency  of  the 
small  business  lending  market.  SBA's  mission  is  to  provide  small  businesses  with  access  to 
capital.  The  most  difficult  capital  to  come  by  is  the  capital  that  you  need  when  you  do  not  have 
it.   I  agree  with  many  of  the  other  experts  testifying  before  the  Senate  and  House  Committees 
regarding  the  lack  of  long-term  capital  for  small  business.  However,  there  is  a  lack  of  short-term 
capital  as  well. 

One  of  the  most  important  SBA  loan  programs,  and  also  one  of  the  most  secure,  was 

the  Greenline  program  (currently  called  CAP-LINE),  that  provided  a  revolving  line  of  credit 
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collateralized  by  the  short-term  liquid  assets,  typically  accounts  receivable,  of  a  small  business. 
I  believe  there  were  three  (3)  primary  reasons  the  Greenline  program  did  not  achieve  SBA's 
expectations: 

(i)         Commercial  banks  (SBA's  approved  lenders)  have  little  expertise  and  therefore 
interest  in  making  asset-based  loans; 

(ii)        Servicing  these  loans  is  labor  intensive  and  requires  special  expertise  and 

software.   Banks  usually  do  not  maintain  the  back-office  infrastructure  necessary 
to  service  asset-based  loans;  and, 

(iii)      There  was  no  secondary  market,  and  thus  no  liquidity  for  such  loans. 

However,  there  is  significant  demand  for  revolving  lines  of  credit  and  a  Greenline  type  program 
can  be  a  working  reality.  My  company  provided  $400  million  of  Greenline  type  loans  last  year 
to  small  businesses.  I  can  assure  you  the  private  market  would  be  very  receptive  to  such  a 
program.  Princeton  Capital  is  living  and  working  proof  that  the  concept  embodied  in  CAP-LINE 
can  work  very  well  in  the  private  markets  without  government  assistance  and  CAP-LINE  (or  a 
similar  program)  will  only  expand  small  businesses'  access  to  capital  with  the  Government's 
assistance. 

One  of  the  arguments  that  I  constantly  hear  from  other  industry  participants  is  that  private 
markets  are  capable  of  originating  many  small  business  loans  without  Government  assistance, 
such  as  those  loans  Princeton  Capital  originates.  A  similar  argument  could  be  made  regarding 


73 

longer-term  real  estate  and  franchise  loans  currently  guaranteed  by  SBA.    Proof  of  private  market 
involvement  in  these  loan  sectors  is  readily  available.   The  private  markets  are  already  working 
in  an  attempt  to  gather  statistical  data  on  small  business  loans,  through  credit  scoring  systems 
in  an  attempt  to  standardize  the  small  business  credit  approval  process  and  by  adopting 
legislation  that  will  allow  other  well-capitalized  institutional  investors  to  purchase  securitized 
small  business  loans.   However,  that  does  not  mean  that  SBA  should  not  guarantee  such  loans. 
Longer  term  real  estate  and  franchise  loan  origination  is  beneficial  not  only  to  the  borrowers  and 
lenders,  but  to  the  Government  as  well. 


RECOMMENDATION:  EXPAND  CREDIT  ENHANCEMENT  FOR  SHORT-TERM  AND 
LONG-TERM  COLLATERALIZED  LOANS  AND  ELIMINATE  SECONDARY  MARKET 
IMPEDIMENTS 


Increasing  loan  portfolio  originations  will  result  in  a  larger  portfolio  providing  additional 
diversification,  thereby  reducing  the  impact  of  loan  loss.   It  will  also  drive  the  secondary  market 
by  attracting  participants,  leading  to  increased  demand  and  thereby  providing  efficiencies  through 
lower  cost. 

The  following  list  of  actions,  if  implemented,  will  have  the  effect  of  lifting  impediments  restricting 
further  development  of  the  secondary  markets: 

A.        Permit  all  approved  lenders  to  securitize  the  unguaranteed  portions  of  loans 
originated  through  the  Section  7(a)  program. 
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B.  Eliminate  the  110  rule  on  loans  sold  into  the  secondary  markets  and  maintain 
lender  interest  in  the  originated  loans  by  providing  a  lower  guarantee  rate  on  the 
loan. 

C.  Allow  the  private  sector  to  access  SB  A  historical  data  on  loan  defaults,  recoveries 
and  losses. 

D.  Allow  for  the  expansion  of  the  secondary  market  by  permitting  pooling  of 
guaranteed  portions  by  loan  type  -  not  just  maturity,  i.e.,  weighted  average  coupon 
pooling  as  well  as  weighted  average  maturity  pooling. 

E.  Standardize  defined  terms  and  sizing  parameters  across  all  SBA  programs. 

III.   REDUCE  LOW  DOC  LOAN  VOT.DTVfE 

Mr.  Chairman,  I  was  also  asked  to  comment  on  how  SBA  would  meet  loan  demand  from  the 
small  business  community  for  the  balance  of  FY  1995  within  the  limits  of  its  current  budget. 
While  I  believe  that  the  net  present  value  plan  described  above  could  be  applied  to  the  last 
quarter  of  FY  1995  -  thereby  resolving  the  subsidy  cost  issue  --  several  other  changes  should  be 
addressed  even  if  that  recommendation  were  adopted.   Given  that  sixty-three  percent  (63%)  of 
the  loan  count  (approximately  25  %  of  current  loan  dollar  volume  and  increasing)  are  LOW  DOC 
loans,  I  must  express  a  great  concern  for  fumre  guarantee  premium  (subsidy  rate)  expendimres. 

I  believe  that  SBA  will  recognize  significant  loan  losses  in  future  periods  from  existing  LOW 
DOC  loan  guarantees.   For  comparison  purposes,  the  residential  mortgage  markets  attempted  a 
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similar  low-doc/no-doc  program  some  years  back  that  was  also  very  popular  initially.   The 
residential  mongage  market  is  one  of  the  largest  private  sector  fixed-income  markets  -  a  market 
well  documented  and  standardized  through  decades  of  statistical  history .  Each  loan  is 
collateralized  by  relatively  homogenous  real  property  and  improvements.   Unfortunately, 
performance  on  low -doc/no-doc  residential  loans  was  appalling  relative  to  industry  standards.  The 
expected  low  default  and  recovery  rates  were  never  realized,  resulting  in  significant  foreclosures 
and  loan  losses.  Needless  to  say,  the  low-doc/no-doc  residential  loan  program  is  not  a  viable  one 
today. 

SBA's  LOW  DOC  program  incorporates  similar  risks.   Approved  lenders  (primarily  banks) 
come  too  close  to  being  cashed-out  in  SBA's  LOW  DOC  program.   They  have  little  or  no 
incentive  to  properly  underwrite  these  loans  because  they  have  little  economic  risk  in  them. 
Given  the  90%  LOW  DOC  guarantees,  requiring  a  minimal  investment  from  approved  lenders, 
sale  of  the  guaranteed  portions  in  the  secondary  market  at  a  premium,  the  potential  for 
valuable  CRA  credit  and  some  principal,  interest,  and  servicing  fee  income,  approved  lenders 
have  very  little  vested  interest  in  properly  underwriting  -  i.e.,  insuring  the  collectability  of  — 
these  loans. 

RECOMMENDATION:  REDUCE  THE  LOW  DOC  TOAN  GUARANTEE  RATE  TO  75% 

By  reducing  the  guarantee  on  LOW  DOC  loans  to  75%,  demand  for  these  loans  should  slow. 
The  corresponding  reduction  in  use  of  appropriated  dollars  for  the  LOW  DOC  loan  program  (as 
a  percentage  of  other  specific  loan  program  appropriations),  should  make  already  appropriated 
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dollars  available  for  other  loan  guarantees,  and  at  the  same  tune,  reduce  the  potential  for 
significant  mcreases  in  loan  defaults  and  loan  losses  in  future  periods. 

roNnnsiON: 

I  am  convinced,  Mr.  Chairman,  that  the  SBA  needs  to  restructure  itself  for  the  future  viability  of 
the  Section  7(a)  Loan  Guarantee  program  by. 

(i)        Rethinking  the  way  in  which  it  values  its  servicing  cash  flows  and  by  amending 
the  mechanism  for  charging  approved  lenders  guarantee  premiums.   Since  this 
concept  of  present  value  is  certain,  the  question  then  becomes,  can  the  methodology 
be  appropriately  applied  to  the  SBA  and  is  the  Government  wiUmg  to  accept  such 
a  value?  I  believe  the  methodology  can  be  applied  appropriately  and  that  the 
Government  should  recognize  the  value  in  SBA's  fumre  stream  of  guarantee 
premium  cash  flows.  This  will  result  in  achievmg  a  zero  subsidy  cost  for  the 
Government. 

(ii)       Expanding  the  7(a)  loan  program  to  include  a  viable  guarantee  program  for 

revolvmg  lines  of  secured  credit  and  encouraging  the  origination  of  additional 
quality  real  estate  and  franchise  loans  (collateralized  loans  in  general)  will  directly 
increase  the  volume  of  performing  loans  m  SBA's  portfolio  and  indirecUy,  the  size 
and  scope  of  the  secondary  market.  These  performmg  loans  will  help  subsidize  the 
less  secure  working  capital  loans  that  small  businesses  desperately  need,  but  for 
which  the  private  sector  is  not  prepaied  to  originate  without  enhancement.   SBA 
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can  not  afford  to  ignore  -  but  can  collaborate  and  encourage  -,  the  private  markets 
and  the  changes  that  are  occurring  in  those  markets. 

(iii)  Reduce  LOW  DOC  loan  origination  volume  by  decreasing  the  guarantee  rate  on 
LOW  DOC  loans  to  75  %  to  make  more  current  funds  available  for  other  existing 
programs  and  to  reduce  the  potential  of  future  loan  losses,  thereby  stretching 
SBA's  current  budget  through  the  balance  of  SBA's  FY  1995.  Regardless  of 
whether  the  above-referenced  present  value  methodology  is  adopted,  or  fees  are 
increased  as  per  the  Administrator's  proposal,  the  LOW  DOC  loan  program  needs 
careful  scrutiny. 

Thank  you,  Mr.  Chairman,  for  the  opportunity  to  address  the  Committee  and  to  offer  this 
testimony.  I  look  forward  to  continuing  to  work  with  SB  A  and  the  Members  of  this  Committee 
and  their  staff,  to  address  these  and  other  critical  small  business  issues  as  they  may  arise  from 
time-to-time. 
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Exhibit  I 
An  Example  Of  A  Loan  Sale  Into  The  Secondary  Market 


Loan  Sale  Process 

Rate 

Price 

Loan  Originated  @  Prime  Plus 

2.750% 

N/A 

Less  Lender  Servicing  Fee 

1.000% 

N/A 

Less  Lender  Excess  Servicing  Fee 

.900 

N/A 

Coupon  Sold  to  Securities  Dealer  @  Prime  Plus 

0.850% 

110.000 

Securities  Dealer  Strips  Coupon 

2.450% 

10.250 

Coupon  Sold  to  Investor  @  Prime  Minus 

2.125% 

99.750 

Minimum  Accepted  Multiple  for  1%  of  Excess 
Servicing  (Interest  Coupon) 

10.250/ 
2.450 

4.184 

This  Exhibit  is  provided  for  illustrative  purposes  only.  Actual  pricing  and  rates  experienced  may 
be  greater  or  less  than  those  shown.  Pricing  information  was  obtained  from  Bear  Steams,  Inc., 
(May  11,  1995)  and  is  only  an  indication  of  where  markets  may  have  been  on  said  respective 
day. 

Par  is  equal  to  100.000. 


Princeton  Capital 


Finance  Compa.ny 
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Exhibit  II 


Achieving  Zero  Subsidy  For  SBA  7(a)  Loan  Guarantee  Program  (*) 


2.74%  Subsidy  Rate  and  75%  Average  Loan  Guarantee 


Assumed  I  nan  Paramelera 

Guarantefl  Breakout  (t) 
:  Loan  AiTXXint 

Present  7(a)  Program  Parameters 
I  Servidng  Foe;  On  Sotd  Loans  (Estimated  at  30%)  (2) 
I  Guarantea  F«a:  On  Guarantaad  Portion  (2) 
)  Govammenl  Sutiaidy  (2) 
>  Total  Bofofs  Agencv  Opat 

^prwniufn  tpW  OA  >o*nt  »oM  ov« 

Achievint?  Zero  Subsidy 


'  Required  Present  ValtM  (PV^  ol  Guarantee  Premium  Casn  Flow  to  Actuav*  Zero  Sulaakt 
i       Calculated  Premium  la:  46.38  baala  pointa  (3) 

t  Guarantee  Fee.  On  Total  Loan  (4) 
1  Government  Sutaidy  None 
Total  BefOfB  AQency  Operating  l>Mta 


Present  Value  (PV1  Analysis:  SBA  Guarantee  Premium 
SBA  Premium  Pnano  lilustraUon 
l.oan  Term;  (years) 


IMajamum  L 


^  Rata  (2) 


Less:  Lender  Serviong  Fee  (2) 
Less:  Cotson  Serviang  Fee  (2) 
Lass:  S8A  Servicing  Fee  (2) 
Full  Coupon  Sales  Rate  After  Fees 
Less:  75  Basis  Point  Interest  Stnp 
Nat  Sales  Rate 


Relauwd 

Guarantaad 

Govemment 

•IM 

Sutaijly 

IflUI 

25% 

75% 

WA 

100% 

125.000 

S7S.000 

N/A 

St  00.000 

0.400% 

SO 

S300 

N/A 

i300 

2.000% 

to 

tl.SOO 

N/A 

tl.SOO 

2.740% 

U 

tfi 

12.740 

t2.740 

WA 

to 

11.800 

t2.740 

t4  540 

2.540% 

t835 

2.000% 

tsoo 

0.0t)0% 

tc 

WA 

tl.l35 

S2.000 

SQ 

S4.S40 


75% 

75% 

75% 

75% 

75% 

45% 

IS* 

2IUI 

US 

ma. 

75.00% 

3375% 

11.25% 

15.00% 

750% 

7.50% 

12.15 

3.15 

1.50 

3.00 

2.0O 

2.50 

2.750% 

1.000% 

0.125% 

Pnang" 

0.400% 

1.225% 

106.2500% 

109J500% 

110.7500% 

112.8750% 

113.7500% 

ILZSIUl 

0475% 

102.3750% 

104  8750% 

107  0000% 

1088750% 

109.5000% 

24 


-  -  Average  ot  pnces  quoted  on  Mav  11  and  15   1995  by  Government  Servtcea  Com..  Bear  Steams  and  Moroan  Keeoan  rounded  downward  10  nearMt  eialin. 

Analysis  ot  PV  Of  1%  SBA  Guarantee  Premium  For  EiOi  Loan  Temi 

100  Basis  Point  Fee  Equivalent  (5)  5.1250%  57500%  5.0000%  5.2500%  5.6250% 


PV  of  Averaije  Loan  1%  SBA  Guarantee  Premium 

25  Percentage  of  Total  Loan  Volume 

26  Uultjplled  By:  Premium  Earned 

27  Total  PV  of  1%  SBA  Guaranteed  Premium  Sold 


45% 

15% 

20% 

10% 

10% 

U2aUi 

Lzsaas. 

LOSfiSUL 

LISBON 

s.sza2& 

5.2SSa. 

2.3062% 

0.8625% 

1  0000% 

0.5250% 

0.5625% 

Calculation:  Present  Value  of  SBA  Servicing  Fee  To  Achieve  Zero  Subsidy  Rata 

28  PV  of  Required  Guarantoo  Premium  (compare  to  line  7)  2.540% 

29  PV  of  1%  Guarantee  Premium  (from  line  27)  5.250% 

30  PrefTilum  Required  To  Covw  Sut»l<}y  (Ba«is  Polnta}  tf.3& 


4  Q  ^r&nm  a>ua    47S%  l( 


(")    PrBseni  value  for  reduction  of  SBA  7(b)  subaitfy  rata  coocept  was  co-cjeveioped  among  Princoton  Capital  and  The  Loan  Source. 


Princeton  Capital 

Finance  Company 
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Exhibit  m 


Achieving  Zero  Subsidy  For  SBA  7(a)  Loan  Guarantee  Program  (*) 


Assiimad  I  ffan  Paramalers 


3.75%  Subsidy  Rate  and  75%  Average  Loan  Guarantee 


Guannlaed      Govamment 


'   Guarantee  Br««kout  (1) 

2  Loan  Amount 

Prns'Tnl  7(')  Pmgrain  Paramatera 

3  Sarviang  Fee;  On  Sold  Loana  (Eatlmaled  at  30%)  (2) 

4  Guarantee  Foe;  On  Guaranteed  Portion  p) 

5  GovwnmenI  Subaidy  (2) 

6  Total  Be(o»a  Agency  Operating  Coata 


UB 

Parton 

essma 

Suouslx 

laifli 

25% 

75% 

N/A 

100% 

S25.000 

J75.000 

N/A 

SIOO.OOO 

0.400% 

SO 

»00 

N/A 

S3ao 

2.000% 

10 

St. 500 

N/A 

S1.500 

3.750% 

u 

sa 

tiUfl 

ajsfl 

N/A 

so 

SI. 800 

$3,750 

S5.550 

/\ch''""n<;  Z""'  Subsidy 


■  Reauirea  Pr^em  Value  (PV)  a<  Gu«««.e  PnWum  Caa«  Fto-  to  A<mev.  Zm>  Sub*« 
„ .  67.62   tieala  pomla  (3) 

1  CaiculaloO  Premium  la; 

!  Guarantee  Fee;  On  Total  Loan  (4) 

)  Govenvnent  SuOaKlY"  None 

i  Total  Berore  Agency  Operating  Coata 

(p«(T¥um«p«onio«f«i  »<*nw«iio*''P«  «"««■ 

Prftfoni  Value  fPNO  An°iyi«-  '^B*  Guarantee  Premium 
SBA  P^mi""'  Pnano  IlluWlllon 

2  Loan  Term;  iyvn) 

3  Percentage  of  Loana  Government  Guaranteed  (1) 

4  Percentage  o(  Total  Loan  Volume  (A«n>rc».)  (2) 

5  Average  Guarantee 

6  We*glited  Average  Uatunly  (Apcrtix.) 

7  Majimum  Loan  Rate  (2)  ^ 

18  Leaa;  Lander  Serviang  Fee  (2) 

19  Leaa:  Colaon  Serviang  Fee  (2) 
!0  Lesa;  SBA  Serviang  Fee  (2) 
!1   Full  Coupon  Salea  Rata  Anar  Foea  o( 
!2  Leaa  75  Baaia  Point  Intereat  Stnp 
23  Net  Salea  Rate 


2.000% 

0.000% 


S3.S50 
S2.000 
$5,550 


Pnme' 


2.750% 
1.000% 
0.125% 
0400% 
1.225% 
ILZSQi 
0  475% 


24 


-  .  Av~»9.  n  onr-  "■"■-'  <«  uav  1 1  «nd  1 5  1995  tiY  r,nY1nniTiiinl  S«Yinw  Com..  8Mf 
^iilyu.  n(  pv  Qt  1%  ■'^BA  Guarantee  Pranluni  For  Fiai  l-Mn  T«m 
100  Baaia  PtMnl  Fee  Equivalent  (S) 


Pndng- 
06.2500%        109.2500%        110.7500%        112.8750%        1137500% 
102.3750%        104,8750%        107  0000%        108.8750%        109.5000% 
Sl-Vip.  and  Mrvgan  Keedan  millKUld  HCWTminl  10  mMfml  Mtllll. 


PV  n(  Ayrage  Loan  1%  SBA  Guar""""  Premium 

25  Pereentage  o(  Total  Loan  Volume 

26  MulUpllod  Br  Premium  Earned 

27  Total  PV  o(  1%  SBA  Guaranteed  Premium  Sold 


CAkri.lation:  Prfo-nt  Value  of  SBA  Sefvicina  Fmi  To  AChiWB  ZflTO  SutlSKlY  f 

1  PV  o(  Required  Guarantee  Premium  (compere  to  line  7) 

I  PV  or  1%  Guarantee  Premium  (from  Una  27) 

I  Premium  Required  Td  Cover  SuOaldy  (Baaa  PolnB) 


4S%  15%  20%  10%  10% 

5j2sas       Liasi       Lflfififls       s-isaaa       s.KSfls 

2.3062%  0.««25%  10000%  0  5250%  0.5625% 


3.550% 

5.250% 

tZJZ 


n    p™«-..  «■-  -or  -educdon  o<  SBA  r(a)  .u^  rat.  concept  «a  a>^eve.cp«.  «noog  Pnnce.on  Caprtal  and  T^e  Lo«,  Sour=.,  I«. 


Ttm  EjJiftJt  ■•  e-rw<ama  for  •«tr»if«  p 


a  *ip*n»nc*4  -ngj  B*  ^nM^f  o" 
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Exhibit  IV 


Achieving  Zero  Subsidy  For  SBA  7(a)  Loan  Guarantee  Program  (*) 


4.75%  Subsidy  Rate  and  75%  Average  Loan  Guarantee 


Assumed  Loan  Parameters 

1  Guaranlee  Brsatcout  (1) 

2  LoanAHHXjnt 

Present  7(a\  Program  Paramatars 

3  Servtang  Fee:  On  Sold  Loans  (Estlmatsd  at  30%)  (2) 
A  Guarantsa  Fsa:  On  Guarantood  Portion  (2) 

5  Government  Sub&<ly  (2) 

6  Totat  Before  Agency  OporaOng  Costa 


Acfiieving  Zero  Subsidy 

7  Required  Prsssnl  Value  (PV)  of  Guarantee  Premum  Casn  Flow  to  Actilevs  Zero  Subaitf 
a        Caiculflted  Piwruum  ia:  86.66   baaia  points  (3) 

9  Guarantee  Fee:  On  TotaJ  Loan  (4) 

10  Government  Subsidy:  None 

11  Total  Before  Agency  Operating  Costs 


Retalnod 

GuarantMd 

Gov«nim«flt 

am 

Ponion 

Ponion 

laui 

2S« 

?5% 

N/A 

100% 

J25.000 

trs.ooo 

Nit. 

tlOO.OOO 

0.400% 

SO 

t3oa 

N/A 

1300 

2.000% 

to 

tl.900 

WA 

ti.»o 

4.750% 

so 

sa 

M.rso 

J4.7M 

KM 

to 

tl.800 

M.750 

ts.sso 

2.000% 
0.000% 


tl.SM 

a. 

t4.913 


tz.ooo 

la 

to.sso 


Present  Value  (PVS  Analysis:  SBA  Guarantae  Premium 
SBA  Pnmiium  Pnong  llluslfadon 
Loan  Tenn.  (years) 


Pen^rlage  of  Loans  Govemment  Guarantaed  (1) 

75% 

75% 

75% 

75% 

75% 

Percofltage  of  Total  Loan  Volume  (A^pnax.)  (2) 

45% 

ISS 

Wk 

1II& 

US 

Avefage  Guarantee 

75.00% 

33.75% 

11J5% 

15.00% 

750% 

750% 

Weighted  Average  Uatunty  (A^xxdz.) 

12.15 

3.15 

1.50 

3.00 

2.00 

2.50 

Majomum  Loan  Rate  (2) 

Pim<e> 

2.750% 

Leas:  Lender  Serrtang  Fee  (2) 

1.000% 

Less:  Coison  Sefwang  Fee  (2) 

0.125% 

Priong'' 

Less:  SBA  Senrtang  Fee  (2) 

0.400% 

Full  Coupon  Sales  Rate  After  Fees  at 

Prtme  ♦ 

1.225% 

108.2500% 

109.2500% 

110,7500% 

112.8750% 

113.7500% 

Leas:  7S  Basts  Point  Interest  Strip 

(1.7KI% 

Net  Sales  Rate 

Pnma  ♦ 

0.475% 

102  3750% 

104  8750% 

107  0000% 

108.8750% 

109  5000% 

-  ■  Averaoo  of  oncas  ouoled  on  M«»  1 1  and  15.  1995  By  GoyBfniTienl  SofvicM  Con!..  Sear  Sleamj.  and  Mofnan  Keedan  rounded  ammmn  to  neatMt  emnin. 

Analysis  of  PV  Of  1%  SBA  Guarantee  Premtum  For  Eaai  Loan  Tami 
10O  Basis  Point  Fee  EqurvalenI  {5) 


PV  of  Average  Loan  1%  SBA  Guarantee  Premium 

25  Pert»ntage  of  Total  Loan  VoJume 

26  (Multiplied  By:  PTemum  Earned 

27  Total  PV  of  1%  SBA  Guaientead  Premum  Sold 


45%  15%  20% 

sjjsflst       sjsflfls       ijsasek 

5  250%  2.3062%  0  8825%  10000% 


10%  10% 

0.5250%  05825% 


Calculation:  Present  Value  of  SBA  Servicing  Fee  To  Achieve  Zero  Subsidy  Rata 

28  PV  of  Reduired  Guarantee  Premium  (compare  to  line  7)  4.550% 

29  P'/ofl%Guaranlee  Premium  (frpm  line  271  5.250% 

30  Premium  Required  To  Cover  SuOsidy  (Basis  Points)  SSiBA 


n  lovw  Mid  O  PraiM  Hit  1.235%  a 


3  for  reduction  of  SBA  7(a)  sutisidy  rate  concept  was  co-developed  among  Princeton  Capital  and  The  Loan  Source.  Inc. 
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Chairman  Bond.  Thank  you  very  much,  Mr.  Hoyer.  We  will  ask 
the  staff  if  they  fully  understand  all  the  charts  and  have  them  pur- 
sue those  with  you.  We  will  follow  up.  Perhaps,  in  the  questions, 
Senator  Bennett  will  wish  to  pursue  that. 

Senator  Bennett.  This  goes  beyond  my  grade  level.  [Laughter.] 

Chairman  Bond.  Mr.  Canning. 

STATEMENT  OF  JOHN  J.  CANNING,  PRESIDENT  AND  CHIEF  OP- 
ERATING OFFICER,  AT&T  SMALL  BUSINESS  LENDING  COR- 
PORATION, MORRISTOWN,  NEW  JERSEY,  AND  STRATEGIC 
BUSINESS  LEADER,  AT&T  CAPITAL  CORPORATION 

Mr.  Canning,  Thank  you,  Mr.  Chairman,  distinguished  members 
of  the  Committee.  I  thank  you  and  the  Committee  staff  for  the  op- 
portunity to  provide  the  comments  of  AT&T  Capital  Corporation 
and  its  wholly-owned  subsidiary,  AT&T  Small  Business  Lending 
Corporation,  concerning  the  7(a)  guaranteed  loan  program. 

We  would  ask  that  our  written  comments  be  put  on  the  record, 
Mr.  Chairman. 

Chairman  Bond.  They  will  be  made  a  part  of  the  record.  We 
thank  you  for  that. 

Mr.  Canning.  AT&T  Capital  is  a  majority-owned  subsidiary  of 
AT&T  Corporation.  With  assets  in  excess  of  $8  billion,  AT&T  Cap- 
ital is  one  of  the  largest  diversified  financial  services  companies  in 
the  United  States.  In  1994,  AT&T  Capital  extended  $4.3  billion  of 
credit  used  to  acquire  equipment,  land,  and  buildings  for  the  ex- 
pansion of  business  activities.  Approximately  90  percent  of  our 
nearly  500,000  customers  are  small  businesses. 

SBA-guaranteed  lending  is  a  cornerstone  in  AT&T  Capital's  posi- 
tion of  supporting  and  aiding  the  growth  of  America's  small  busi- 
ness community.  Unfortunately,  the  popularity  and  usefulness  of 
the  7(a)  program,  coupled  with  the  limited  options  available  to  the 
SBA  absent  legislative  change,  caused  the  SBA  to  take  two  actions 
this  year.  One  was  to  limit  the  size  of  transactions  to  $500,000,  ef- 
fective January  1.  Further  restrictions  were  brought  on  in  May  to 
eliminate  refinancings  from  the  program. 

As  a  result  of  these  actions,  the  reduction  in  the  loan  size  and 
refinancing  reductions,  AT&T  Capital  will  not  be  able  to  satisfy 
7(a)  loan  demands  that  we  are  experiencing  in  fiscal  year  1995. 

We  understand  that  any  legislative  solution  of  the  7(a)  funding 
problems  must  take  into  account  congressional  budget  reduction  ef- 
forts and  the  goals  of  the  SBA  to  make  needed  credit  available  to 
more  small  businesses  and  the  effects  of  any  changes  on  the  small 
business  borrower. 

We  reviewed  the  SBA's  legislative  proposal  that  was  announced 
by  the  administration  on  March  27,  1995.  Two  elements  caused  me 
concern. 

First,  the  subsidy  rate  estimate  would  be  changed  from  approxi- 
mately 2.76  to  3.66  percent,  an  increase  of  almost  one-third. 

Second,  in  an  effort  to  eliminate  annual  congressional  appropria- 
tions for  the  7(a)  subsidy,  the  SBA  proposes  several  fees  and 
charges,  by  far  the  most  significant  of  which  is  the  0.5  percent  rate 
increase  on  the  declining  principal  balance  of  each  new  7(a)  loan 
transaction.  Under  the  SBA's  proposal,  the  maximum  incremental 
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rate  over  the  prime  rate  for  a  7(a)  loan  would  increase  from  2.75 
percent  to  3.25  percent,  an  18-percent  increase. 

This  SBA  legislative  proposal  goes  too  far  too  soon.  Until  the  as- 
sumptions as  to  recovery  rate  and  loan  default  rate  that  went  into 
the  subsidy  rate  increase  to  3.66  percent  are  better  understood  or 
revised  on  the  basis  of  empirical  data,  it  is  too  soon  to  impose  such 
a  substantial  rate  increase.  AT&T  Capital  is  not  convinced  that  the 
small  business  constituents  of  the  7(a)  program  can  afford  such  a 
substantial  rate  increase.  ,    .     x-  i       ^     • 

Furthermore,  we  are  concerned  that  this  substantial  rate  in- 
crease impacting  all  7(a)  loans  is  to  support  what  the  SBA  has 
characterized  as  a  subsidy  rate  cushion  or  built-in  hedge.  Most  7(a) 
loans  have  a  variable  interest  rate  tied  to  the  prime  rate.  Over  the 
last  year  or  so,  the  small  business  lending  customer  has  experi- 
enced significant  increases  in  the  prime  rate  which  resulted  in  in- 
creased monthly  payments  due  under  most  7(a)  loans.  With  signs 
of  the  economy  slowing,  an  additional  ongoing  0.5  percent  charge 
on  new  7(a)  loans  would  cause  an  adverse  impact  on  7(a)  loan  port- 
folio performance.  Moreover,  while  the  prime  rate  may  go  up  or 
down,  there  will  be  no  relief  from  this  .5-percent  charge. 

While  AT&T  Capital  commends  the  SBA's  efforts  to  provide  a  so- 
lution to  section  7(a)  funding  problems  and  to  cut  administrative 
expenses,  we  cannot  support  the  imposition  of  a  .5-percent  rate  in- 
crease on  all  new  7(a)  loans.  We  believe  a  charge  of  this  magnitude 
will  have  an  adverse  impact  on  small  businesses. 

Finally,  I  ask  that  you  not  measure  the  7(a)  program  solely  on 
the  basis'  of  7(a)  guaranteed  subsidy  appropriations  of  approxi- 
mately $215  million  in  fiscal  year  1995.  This  subsidy  appropriation 
will  be  leveraged  over  36  times  into  $7.8  billion  of  private  financing 
for  small  businesses  in  fiscal  year  1995.  In  addition  to  the  bene- 
ficial impacts  on  economic  growth  and  employment,  the  Federal 
Government  will  reap,  over  time,  multiples  of  that  subsidy  in  tax 

revenues 

I  thank  the  Committee  for  the  opportunity  to  provide  these  com- 
ments concerning  a  valuable  and  successful  SBA  lending  program. 

[The  prepared  statement  and  attachments  of  Mr.  Canning 
follow:] 
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STATEMENT  OF 

JOHN  J.  CANNING 

on  behalf  of 

AT&T  CAPITAL  CORPORATION 

and 

AT&T  SMALL  BUSINESS  LENDING  CORPORATION 


Mr.  Chairman,  distinguished  Members  of  the  Committee,  I  thank  you  and  the 
Committee  Staff  for  the  opportunity  to  provide  the  comments  of  AT&T  Capital  Corporation 
(AT&T  Capital)  and  AT&T  Small  Business  Lending  Corporation  concerning  the  Small 
Business  Administration's  7(a)  guaranteed  loan  program.  I  am  present  today  in  my  capacity  as 
a  strategic  business  leader  of  AT&T  Capital  which  participates  in  the  7(a)  SBA  lending 
program  through  its  wholly-owned  subsidiary,  AT&T  Small  Business  Lending  Corporation.  I 
am  the  President  and  Chief  Operating  Officer  of  AT&T  Small  Business  Lending  Corporation. 

AT&T  Capital  is  a  majority-owned  subsidiary  of  AT&T  Corp.  With  assets  in  excess  of 
$8.0  billion,  AT&T  Capital  is  one  of  the  largest  diversified  fmancial  services  company  in  the 
United  States.  Product  offerings  include  equipment  leasing,  real  and  personal  property  loans, 
equipment  rental,  vehicle  leasing,  inventory  financing,  project  finance,  vendor  finance 
programs,  and  SBA  guaranteed  lending. 

In  1994,  AT&T  Capital  extended  $4.3  billion  of  credit  used  to  acquire  equipment  (both 
AT&T  equipment  and  non-AT&T  equipment),  land  and  buildings  for  the  expansion  of 
business  activities.   Approximately  90%  of  its  nearly  500,000  customers  are  small  businesses. 

The  small  business  segment  of  American  industry  is  strategically  important  to  AT&T 
Capital.  SBA  guaranteed  lending  is  a  cornerstone  in  AT&T  Capital's  position  of  supporting 
and  aiding  the  growth  of  America's  small  business  community.  AT&T  Capital,  through  its 
subsidiary  AT&T  Small  Business  Lending  Corporation,  acquired  a  small  business  lending 
company  license  in  December,  1991.  We  built  a  supporting  infrastructure  during  1992,  and 
began  actively  lending  in  the  7(a)  program  in  1993. 

The  7(a)  loans  funded  by  AT&T  Small  Business  Lending  Corporation  amounted  to  just 
over  $20  million  in  1993,  and  to  more  than  $92  million  in  1994. 
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We  value  our  participation  in  the  7(a)  program  because  it  is  a  successful  vehicle  to 
provide  vital  capital  needed  by  small  business  in  this  country  to  expand,  grow  and  to  create 
and  retain  jobs.  For  example,  we  point  with  pride  in  AT&T  Capital's  1994  Annual  Report  to 
one  of  our  SBA  loan  success  stories.  Attached  to  these  comments  is  an  excerpt  from  that 
Annual  Report  highlighting  our  SBA  guaranteed  loan  to  Tri-Star  Technologies  Co.,  Inc.  in 
Massachusetts. 

Tri-Star  is  just  one  of  several  success  stories  in  our  SBA  7(a)  loan  program.  Whether 
making  a  7(a)  loan  in  Connecticut  that  helped  start  a  new  business  that  now  employs  50 
people,  or  making  a  7(a)  loan  in  Colorado  to  a  manufacturer  that  helped  add  five  new 
employees,  the  Section  7(a)  program  is  an  exemplary  public-private  partnership  that  benefits 
small  business,  the  driving  force  in  our  economy. 

The  SBA  reports  that  small  businesses  accounted  for  71%  of  U.S.  new  job  growth  in 
1993.  The  7(a)  program  provides  very  substantial  benefits  to  small  businesses  in  the  United 
States.  Longer  repayment  terms  and  lower  rates  are  made  available  to  borrowers  who  do  not 
have  access  to  conventional  capital  sources  with  these  terms.  These  longer  terms  and  lower 
rates  result  in  loan  payments  that  are  more  manageable  for  small  businesses  which  are  often 
cash  flow  constricted.  The  7(a)  loan  loss  rate  has  declined  to  1.27%  in  1994.  The  low  loss 
rate  on  7(a)  loans  indicates  that  most  of  the  businesses  receiving  these  loans  remain  in  business 
and,  therefore,  continue  to  contribute  to  sales,  payroll,  and  income  tax  revenues. 

The  7(a)  loan  program  is  a  popular  one  for  small  businesses  because  it  provides  credit 
to  them  that  would  not  otherwise  be  available.  Unfortunately,  the  popularity  and  usefulness  of 
the  7(a)  loan  program,  coupled  with  the  limited  options  available  to  the  SBA  absent  legislative 
change,  caused  the  SBA  to  limit  the  size  of  7(a)  loans  to  $500,000  for  transactions  processed 
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after  January  1,  1995.  This  loan  ceiling  adversely  affects  private  sector  initiatives  to  provide 
needed  capital  to  small  businesses.  Many  small  business  needs  such  as  real  estate  and  facility 
acquisition  and  expansion  require  capital  expenditures  in  excess  of  $500,000.  Particular 
industries,  such  as  manufacturing  concerns,  wholesale  trade,  hotels/motels  and  restaurants, 
often  require  loans  in  excess  of  $500,000.  Companion  or  "piggy-back"  loans  (which  are 
conventional  loans  made  by  the  lender  or  an  affiliate  of  the  lender  to  the  same  borrower  in 
addition  to  the  $500,000  7(a)  loan)  have  inherent  uncertainties  and  complexities  (including  the 
need  to  document  and  close  two  separate  loans)  and  do  not  provide  an  adequate  alternative  to  a 
larger  SBA  7(a)  loan.  Accordingly,  we  support  a  legislative  solution  to  remove  the  $500,000 
SB  A  loan  ceiling. 

Further  restrictions  to  the  7(a)  loan  program  were  announced  by  the  SBA  on  May  4, 
1995.  Effective  May  15,  1995  through  the  balance  of  FY1995,  7(a)  loans  can  not  be  used  to 
refinance  existing  indebtedness.  This  will  further  constrict  the  7(a)  loan  program  and  credit 
will  not  be  available  for  small  business  refinancings  even  where  a  small  business  faces  the 
crisis  of  an  impending  balloon  payment  on  its  existing  financing. 

As  a  result  of  the  loan  size  and  refinancing  restrictions,  we  will  not  be  able  to  satisfy 
the  7(a)  loan  demands  that  we  are  experiencing  in  FY  1995. 

While  the  SBA's  504  program  constitutes  a  useful  program  for  the  conventional 
financing  of  real  estate  transactions,  it  is  not  a  substitute  or  replacement  for  the  7(a)  program. 
The  504  program  requires  the  participation  of  a  Certified  Development  Company  (CDC)  as  a 
subordinate  lender  and  the  issuance  of  debentures  guaranteed  by  the  SBA.  The  504  program 
can  not  be  used  for  refinancings  or  to  provide  working  capital  to  small  businesses,  nor  can 
specialized  equipment  or  equipment  having  a  useful  life  of  less  than  10  years  be  financed  under 
the  504  program.  Moreover,  a  504  transaction  is  more  complex,  time-consuming  and  costly  to 
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the  borrower  because  multiple  loan  closings,  interim  financing,  multiple  parties  (two  lenders 
and  the  SB  A),  and  the  issuance  of  debentures  are  involved. 

We  understand  that  any  legislative  solution  to  the  7(a)  funding  problems  must  take  into 
account  Congressional  budget  reduction  efforts,  the  goals  of  the  SBA  to  make  needed  credit 
available  to  more  small  businesses,  and  the  effects  of  any  changes  on  the  small  business 
borrower.  We  have  reviewed  the  SBA's  legislative  proposal  that  was  announced  by  the 
Administration  on  March  27,  1995.  Two  elements  cause  me  concern.  First,  the  subsidy  rate 
estimate  would  be  changed  from  2.76%  to  3.66%,  an  increase  of  almost  one-third.  Second,  in 
an  effort  to  eliminate  annual  Congressional  appropriations  for  the  7(a)  subsidy,  the  SBA 
proposes  several  fees  and  charges,  by  far  the  most  significant  of  which  is  a  .5%  rate  increase 
on  the  declining  principal  balance  of  each  new  7(a)  loan  transaction. 

Under  the  SBA's  proposal,  the  maximum  incremental  rate  over  the  prime  rate  for  a 
7(a)  loan  will  increase  from  2  3/4%  to  3  1/4%,  an  18%  increase.  According  to  the  SBA's 
calculations,  the  .5%  rate  increase  would  result  in  increased  payments  by  the  small  business 
borrower  of  $7,344  over  the  life  of  an  average  $170,000  SBA  7(a)  loan  having  a  12  year  term. 

This  SBA  legislative  proposal  goes  too  far  too  soon.  Until  the  assumptions  as  to 
recovery  rate  and  loan  default  rate  that  went  into  the  subsidy  rate  increase  to  3.66%  are  better 
understood,  or  revised  on  the  basis  of  empirical  data,  it  is  too  soon  to  impose  such  a 
substantial  rate  increase.  AT&T  Capital  is  not  convinced  that  the  small  business  constituents 
of  the  7(a)  program  can  afford  such  a  substantial  rate  increase.  Furthermore,  we  are 
concerned  that  this  substantial  rate  increase,  impacting  all  new  7(a)  loans,  is  to  support  what 
the  SBA  has  characterized  as  a  subsidy  rate  "cushion"  or  "built-in  hedge". 
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Most  7(a)  loans  have  a  variable  interest  rate  tied  to  a  prime  rate.  Over  the  last  year, 
the  small  business  lending  customer  has  experienced  significant  increases  in  the  prime  rate 
which  resulted  in  increased  monthly  payments  due  under  most  7(a)  loans.  With  signs  that  the 
economy  is  slowing,  an  additional,  ongoing  .5%  charge  on  new  7(a)  loans  could  cause  an 
adverse  impact  on  7(a)  loan  portfolio  performance.  Moreover,  while  the  prime  rate  may  go  up 
or  down,  there  will  be  no  relief  from  this  .5%  charge. 

While  AT&T  Capital  commends  the  SBA's  efforts  to  provide  a  solution  to  Section  7(a) 
funding  problems  and  to  cut  administrative  expenses,  we  can  not  support  the  imposition  of  a 
.5%  rate  increase  on  all  new  7(a)  loans.  We  believe  a  charge  of  this  magnitude  will  have  an 
adverse  impact  on  small  businesses. 

Finally,  I  ask  that  you  not  measure  the  7(a)  program  solely  on  the  basis  of  the  7(a) 
guaranty  subsidy  appropriation  ($215  million  in  FY  1995).  This  subsidy  appropriation  will  be 
leveraged  over  36  times  into  $7.8  billion  of  private  fmancing  for  small  business  in  FY1995. 
In  addition  to  the  beneficial  impacts  on  economic  growth  and  employment,  the  federal 
government  will  reap,  over  time,   multiples  of  that  subsidy  in  tax  revenues. 

I  thank  the  Committee  for  the  opportunity  to  provide  these  comments  concerning  a 
valuable  and  successful  SBA  lending  program. 


92 


T  r  i  -  S  t  a  r 

Tn-Star  Technologies  Co    Inc  ,  Melhuen.  Massachusetts 

When  AT&T  Capital  works  with  customers,  it  looks 
to  create  innovative  financing  solutions  Such  was  the 
case,  |ust  over  a  year  ago,  when  Tri-Star  Technologies 
sought  a  critical  loan  to  acquire  a  printed  circuit  board 
manufacturing  facility 

Tri-Star  wanted  to  buy  the  facility,  owned  by 
another  company  in  bankruptcy.  According  to  Michael 
Downes,  Sr„  president  of  Tri-Star,  the  facility  employed 
68  people,  "The  industry  was  shrinking  and  a  local 
economic  recession  was  at  its  height,"  he  recalls  After 
trying  unsuccessfully  to  attract  traditional  bank 
financing,  Downes  approached  AT&T  Capital 

"Tri-Star  had  a  strong  business  plan  for  the  buy- 


out, highly  experienced  management,  reasonable 
financial  goals  and  great  export  potential,"  says 
Matt  Collins,  an  AT&T  Capital  regional  account 
manager  "We  thought  TrI-Star  was  the  perfect 
candidate  for  a  Small  Business  Administration  iSBAl 
guaranteed  loan  '  Collins  worked  with  two  state 
financing  agencies  to  structure  a  financial  package.  As 
part  of  that  package  AT&T  Capital's  small  business 
lending  company  made  a  SI  2  million  loan  to  Tri-Star 
with  a  25-year  repayment  term 

With  the  loan,  Tri-Star  acquired  the  facility  and 
vigorously  went  after  both  domestic  and  international 
markets.  After  its  first  full  year  in  operation,  the 
company  exceeded  its  projected  sales,  achieved 
profitability  and  tripled  its  work  force. 

"The  SBA  loan  made  all  the  difference."  says 
Downes.  "PJow,  we're  looking  forward  to  growing  with 
AT&T  Capital  and  expanding  our  relationship." 
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Capital  Corporation 


John  J.  Canning 

President  &  Chief  Operating  Officer 
AT&T  Small  Business  Lending  Corporation 


44  Wfiippany  Road 
Morristown,  NJ  07962-1983 
201   397-3300 
FAX  201   397-3218 


May  30,  1995 


VIA  FEDEX 

The  Honorable  Christopher  S.  Bond 

Chairman,  Committee  on  Small  Business 

United  States  Senate 

Room  4  28A 

Russell  Senate  Office  Building 

Washington,  D.C.  20510-6350 

Re:   SBA  7(a)  Program 

Dear  Senator  Bond: 

Thank  you  and  the  Committee  Staff  for  the  opportunity  to 
provide  the  views  of  AT&T  Capital  Corporation  at  the  May  18, 
1995  hearing.   I  enclose  a  data  sheet  showing  our  experience 
with  the  LowDoc  program. 

As  I  explained  at  the  hearing,  AT&T  Capital  Corporation  would 
like  to  see  the  SBA  guaranty  remain  at  90%  or  85%  (as  SBA 
proposes)  for  LowDoc  loans.   This  more  substantial  guaranty 
percentage  permits  secondary  market  sale  returns  that  help  us 
offset  the  costs  of  making  LowDoc  loans.   LowDoc  costs  are  not 
significantly  less  than  the  costs  we  experience  in  doing 
larger  7(a)  loans. 

I  am  aware  that  Chairwoman  Meyer's  H.R.  1570,  NAGGL  and  others 
have  suggested  a  75%  SBA  guaranty  for  all  SBA  7(a)  loans, 
including  LowDoc  loans.   Should  your  Committee  be  favorably 
inclined  to  this  75%  "across-the-board"  proposal,  I  ask  that 
you  legislate  one  other  change  to  put  LowDoc  loans  in  parity 
with  other  SBA  7(a)  loans.   Currently,  SBA  LowDoc  guidelines 
reguire  that  the  lender  liquidate  the  collateral  before 
calling  on  the  SBA  to  honor  its  guaranty.   For  other  7(a) 
loans  the  lender  is  entitled  to  call  on  the  SBA  guaranty  after 
a  loan  falls  more  than  60  days  past  due.   Collateral 
liquidation  is  not  a  pre-condition  to  calling  on  the  SBA. 
guaranty. 


Recycled  Paper 


20-272    95-4 
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We  believe  that  if  there  is  to  be  a  legislatively  mandated 
common  SBA  guaranty  percentage,  there  should  also  be  a 
legislatively  mandated  common  availability  of  the  SBA  guaranty 
before  collateral  liquidation.   We  do  not  object  to 
liquidating  the  collateral  and  ratably  sharing  the  net 
proceeds  with  the  SBA.   However,  the  requirement  of 
liquidating  LowDoc  loan  collateral  before  calling  on  the  SBA 
guaranty  (when  coupled  with  a  reduction  of  the  SBA  guaranty  to 
75%)  very  substantially  dis-incents  lenders  from  making  LowDoc 
loans. 

I  am  forwarding  several  copies  of  this  letter  to  Ms.  Ponzurick 
for  distribution  to  the  Committee  members. 

Thank  you  for  your  consideration  of  these  supplemental 
comments  of  AT&T  Capital  Corporation. 

Very  truly  yours, 

John  J.  Canning    ^  / 

1869 

Enclosure 

cc:   P.  Cooksey 

K.  Ponzurick 

L.  Taylor 
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AT&T    Small    Business    Lending   Corporation 
(As    of   May    19,     1995) 


Total   LowDoc  Applications   Received:  316 

Funded  or   SBA  Authorized  84  (27%) 

At   SBA  or    in  process  with  AT&T-SBLC:  73  (23%) 

On  Hold    (11)    Withdrawn    (17)    or  Declined    (131) :  159  (50%) 
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Chairman  Bond.  Thank  you  very  much,  Mr.  Canning. 

Turning  back  to  Mr.  Gallagher,  first,  do  you  have  any  insight  or 
any  views  on  the  potential  impact  of  the  LowDoc  program  on  the 
7(a)  loan  portfolio  and  the  resulting  subsidy  rate? 

Mr.  Gallagher,  Not  really. 

Chairman  BOND.  OK. 

Mr.  Gallagher.  I  think  everyone's  worst  fear  is  that  I  am  using 
the  program  responsibly  but  everyone  else  must  be  abusing  it.  I 
think  that  would  be  the  best-case  scenario,  and  that  as  the  port- 
folio seasons,  it  turns  out  that  it  was  correctly  underwritten  within 
acceptable  loss  parameters.  We  would  not  have  a  problem  with  a 
lowering  of  that  guarantee  to  make  sure  that  all  bankers  are  pay- 
ing a  little  bit  more  attention. 

Chairman  Bond.  Do  you  see  the  current  terms  of  the  LowDoc 
putting  sufficient  responsibility  on  the  bankers  to  exercise  a  normal 
credit  judgment?  A  90-percent  guarantee,  does  that  have  an  impact 
on  the  incentive  for  bankers  to  gauge  the  credit-worthiness? 

Mr.  Gallagher.  Wells  Fargo  currently  does  not  sell  its  loans,  so 
we  are  not  facing  the  same  type  of  scenario  that  has  been  identi- 
fied, or  if  you  sold  your  loans,  you  could  eliminate  any  principal 
risk  to  yourself  as  a  seller  of  loans. 

I  think  that  LowDoc  is  an  important  innovation.  I  think  it  is  the 
right  incentive  to  be  making  small  loans,  and  I  think  it  was  respon- 
sibly structured.  The  message  to  the  banks  is,  LowDoc  is  a  mis- 
nomer, to  some  extent,  from  the  borrower's  point  of  view,  because 
as  a  bank,  we  still  have  to  collect  everything  we  used  to  collect  and 
send  into  the  SBA.  The  LowDoc  refers  to  what  the  banks  have  to 
send  into  the  SBA,  which  is  the  2-page  form.  It  should  have  been 
called  "faster,  easier,  cheaper  7(a)s",  not  LowDoc. 

I  think  that  all  banks  are  still  on  the  hook  through  the  SBA  au- 
diting process  to  show  the  SBA  that  the  loans  have  been  under- 
written properly  and  documented  properly. 

Chairman  Bond.  Do  you  think  it  is  necessary  for  this  Committee 
and  the  Congress  to  take  action  in  the  near  future  to  change  the 
subsidy  rate  so  that  restrictions  on  SBA  loans  can  be  lifted?  Do  you 
see  the  restrictions  having  a  harmful  effect  on  the  small  business 
community? 

Mr.  Gallagher.  I  think  full  funding  through  zero  subsidy  is  a 
goal  which  should  be  pursued  vigorously.  I  think  that  if  you  do 
that,  you  will  allow  program  changes  that  would  allow  for  larger 
loans.  That  would  be  a  good  thing.  Our  biggest  concern  would  be 
to  the  extent  that  unbridled  growth  in  guaranteed  lending  has  the 
potential  to  crowd  out  private  lending  that  might  occur  otherwise. 
That  is  the  bigger  concern  of  lifting  limits. 

Chairman  Bond.  Thank  you,  sir. 

Mr.  Hoyer,  you  made  some  strong  comments  about  the  LowDoc 
program.  Do  you  want  to  expand  upon  what  you  see  as  the  risk  to 
the  7(a)  lending  program? 

Mr.  HOYER.  Yes,  Mr.  Chairman.  I  would  be  glad  to  comment  on 
that.  I  am  not  a  LowDoc  lender.  Nevertheless,  given  opportunity  to 
talk  to  a  number  of  lenders  in  the  marketplace,  there  is  an  oppor- 
tunity for  approved  lenders  to  cash  out.  I  do  not  think  there  is  an 
appropriate  incentive  for  the  banks  to  properly  underwrite  those 
loans  to  ensure  collectibility.  Given  that  opportunity  to  cash  out, 
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given  the  extent  that  it  is  there,  I  would  just  like  to  make  approved 
lenders  more  responsible  relative  to  the  origination  of  those  loans 
by  lowering  the  LowDoc  guarantee  rate. 

An  analogy,  given  my  background — I  tend  to  be  a  little  bit  more 
familiar  with  the  residential  mortgage  markets  than  the  small 
business  markets  when  it  comes  to  LowDoc-related  activity — might 
be  a  very  popular  program  a  number  of  years  ago  in  the  residential 
mortgage  markets  that  was  LowDoc/NoDoc,  and  while  that  market 
also — which  is  the  largest  fixed-income  market  in  the  United 
States  and,  in  fact,  in  the  world,  very  homogenous,  very  standard- 
ized— expected  very  low  default  rates  and  loan  loss  rates,  as  well, 
and  lo  and  behold,  it  recognized  something  that  was  quite  a  bit  dif- 
ferent. Needless  to  say,  the  LowDoc/NoDoc  program  in  residential 
mortgage  markets  today  is  not  a  viable  one. 

Chairman  Bond.  What  was  the  loan  loss  ratio?  Do  you  remem- 
ber? 

Mr.  HOYER.  I  do  not  have  that  in  front  of  me.  It  was  significantly 
greater,  though,  than  the  average. 

Chairman  Bond.  Do  you  have  a  ballpark  figure?  We  can  get  that 
later,  but  I  am  just  interested  in  it. 

Mr.  HoYER.  I  would  prefer  to  get  that  later,  if  I  could  for  you, 
sir. 

[No  response  was  received.] 

Chairman  Bond.  We  appreciate  that.  I  am  sorry,  my  time  is  run- 
ning out. 

Mr.  Canning,  do  you  think  that  we  need  to  take  action  swiftly 
to  change  the  subsidy  rate?  Do  you  see  harm  to  the  entire  Small 
Business  Administration  lending  program  if  we  have  to  operate 
under  the  current  restrictive  caps  and  no  debt  refinancing? 

Mr.  Canning.  There  is  no  question  in  my  mind.  Senator,  that 
that  is  the  case.  We  need  to  take  quick  action. 

Chairman  Bond.  What  happens  if  we  do  not? 

Mr.  Canning.  There  are  enough  uncertainties  in  business  with- 
out having  extreme  uncertainties  over  a  very  important  issue  such 
as  this,  and  I  think  the  comments  regarding  availability,  reliability, 
and  affordability  are  critical  with  regard  to  this  program.  I  think 
it  is  mandatory  that  action  be  taken  in  the  short  term. 

Chairman  Bond.  Your  thoughts  on  the  LowDoc  program  and  its 
potential  impact? 

Mr.  Canning.  We  are  a  very  active  LowDoc  lender.  We  originate 
LowDocs  nationally.  We  rolled  out  a  national  program  earlier  this 
year.  To  date,  248  LowDoc  transactions  have  been  submitted  to 
AT&T  Small  Business  Lending  Corporation.  We  have  declined  45 
percent.  We  are  approving,  roughly,  half.  That  approval  rate  is  con- 
sistent with  our  7(a)  loan  experience.  There  is  no  real  difference. 
We  are  using  the  same  underwriting  standards  and  due  diligence 
on  these  transactions  as  we  are  the  larger  transactions. 

With  regard  to  the  issue  about  the  guarantee  rate  at  90  versus 
some  lower  level,  let  me  begin  by  saying  we  are  in  the  business  of 
managing  risk.  We  understand  risk.  We  are  prepared  to  underwrite 
and  perform  our  due  diligence  with  regard  to  risk  at  that  different 
and  lower  guarantee  level. 

The  concern  about  dropping  the  guarantee  rate,  from  our  stand- 
point, is  the  following.  Our  costs  to  document,  to  close,  to  under- 
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write,  and  to  originate  these  transactions  at  $50,000  is  similar  to 
the  cost  to  do  them  at  $250,000.  Mr.  Gallagher  pointed  out  the 
LowDoc  is  in  name  only.  The  amount  of  work  required  is  roughly 
the  same.  That  cost  level  is  such  that  at  lower  guarantees,  let  us 
say,  75  percent,  when  we  sell  into  the  secondary  market,  we  cannot 
recover  our  initial  costs. 

So  we  would  contend  that  the  issue  around  this  is  the  ability  to 
sell  in  the  secondary  market  to  recoup  those  initial  costs.  Lower 
levels  of  guarantee,  will  significantly  discourage  lenders  from  par- 
ticipating in  this  program. 

So  while  we  recognize  there  may  be  some  middle  ground  between 
90  and  75,  we  would  encourage  people  on  the  policy  side  to  search 
for  and  to  legislate  something  that  would  be  appropriate  to  allow 
lenders  to  recover  their  costs  of  doing  their  due  diligence. 

Chairman  Bond.  Thank  you  very  much,  Mr.  Canning. 

Senator  Bennett. 

Senator  BENNETT.  Thank  you,  Mr.  Chairman. 

Did  I  hear  correctly,  Mr.  Gallagher,  you  disagreed  with  Mr.  Can- 
ning, and  vice  versa?  Or  did  I  hear  incorrectly  and  you  are  both 
saying  the  same  thing. 

Mr.  Gallagher.  On  LowDoc,  in  particular? 

Senator  Bennett.  No,  on  this  whole  question  of  what  the  SEA 
should  be  doing. 

Mr.  Gallagher.  Yes.  I  said  zero  subsidy  can  and  should  be 
achieved  through  harnessing  the  value  in  the  secondary  market.  I 
think  Mr.  Canning  said  it  is  too  much,  too  soon,  too  quickly,  too 
soon. 

Senator  Bennett.  That  is  what  I  thought  I  heard,  yes. 

Mr.  Canning.  My  view,  Senator,  is  that  this  is  a  radical  step.  It 
is  radical  on  two  counts;  one,  the  amount  of  the  fees  required;  and 
two,  the  size  of  the  recalculated  subsidy  rate,  which  has  gone  up 
by  one-third.  So  my  view  is  that  zero  subsidy  is  a  goal  to  shoot  for 
and  I  would  support  the  idea  that  we  ought  to  move  toward  that, 
but  I  think  in  people's  minds  the  timeframes  that  we  are  looking 
at  are  just  not  appropriate. 

Senator  Bennett.  I  think  I  also  heard,  Mr.  Gallagher  said  this 
is  a  wide-margin  business  that  could  absorb  it,  and  you  just  said, 
no,  that  is  too  much. 

Mr.  Canning.  Those  comments  were  largely  about  the  LowDoc 
transactions  because  of  the  costs.  Can  larger  transactions  conceiv- 
ably afford  the  fees  that  are  proposed  by  the  SBA?  That  will  re- 
main to  be  seen.  I  do  not  know.  I  think  the  key  aspect  of  this  to 
keep  in  mind  is  that  at  the  end  of  the  day,  the  small  businessman 
will  pay  for  this,  and  can  they  afford  to  pay  for  this? 

Senator  Bennett.  That  was  my  point  to  Mr.  Lader,  that  at  the 
end  of  the  day,  the  borrower  pays  for  it. 

Did  I  hear  correctly  again,  Mr.  Gallagher,  and  Mr.  Hoyer,  I  am 
deliberately  avoiding  getting  into  the  mathematics  of  this.  I  am  try- 
ing to  run  my  time  out  on  other  issues.  [Laughter.] 

Did  I  hear  that  you  are  not  in  the  secondary  market? 

Mr.  Gallagher.  We  are  not  currently  in  the  secondary  market, 
although  we  are  pleased  that  there  is  one  that  we  could  avail  our- 
selves of. 
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Senator  BENNETT.  And  Mr.  Canning,  almost  all  of  your  paper  is 
in  the  secondary  market,  is  that  correct? 

Mr.  Canning.  The  7(a)  loans  that  we  originate  are  sold.  The 
guaranteed  pieces  are  sold  into  the  secondary  market. 

Senator  Bennett.  Does  that  have  some  influence  on  the  fact  that 
you  have  different  views  on  this  issue,  that  Wells  Fargo  is  doing 
it  all  themselves  and  Mr.  Canning  is  active  or  AT&T  Capital  is  ac- 
tive in  the  secondary  market?  Does  the  view  affect  the  point  of 
view? 

Mr.  Gallagher.  I  think  that  the  biggest  thing  that  forms  our  po- 
sition is  my  statement  at  the  beginning  that  we  only  do  8.5  percent 
of  our  lending  with  Government  assistance.  We  know  how  to 
do 

Senator  Bennett.  You  told  us  you  were  the  biggest  small  busi- 
ness lender  in  California. 

Mr.  Gallagher.  That  is  right. 

Senator  Bennett.  That  is  not  an  inconsiderable  position  to  hold. 

Mr.  Gallagher.  Exactly.  We  use  the  Government  programs  in 
value-added  ways.  We  could  explain  to  you  exactly  when  and  how 
we  use  Grovernment-assisted  programs  to  do  something  we  cannot 
do  conventionally.  If  you  are  a  lender  that  only  does  SBA  lending, 
it  is  a  correct  statement  when  you  assert  that  we  would  not  make 
this  loan  without  the  guarantee,  but  it  is  also  somewhat  of  a 
totalogy,  because  you  do  not  make  loans  without  guarantees.  We 
make  the  most  of  our  loans  without  guarantees. 

Mr.  Canning.  Senator,  if  I  may 

Senator  Bennett.  Yes. 

Mr.  Canning.  In  our  case,  we  make  a  substantial  number  of 
loans  without  guarantees.  The  loans  we  make  with  guarantees  are 
loans  we  believe  cannot  be  done,  cannot  be  completed. 

Senator  Bennett.  Why  not?  The  individuals  are  not  credit-wor- 
thy enough?  The  risk  is  too  high? 

Mr.  Canning.  Much  of  the  basis  for  underwriting  loan  trans- 
actions has  to  do  with  history.  To  the  extent  that  new  business  bor- 
rowers who  have  been  in  business  a  year  or  so  do  not  have  4  to 
5  years  of  history  with  regard  to  their  overall  performance,  most 
lenders  find  it  very  difficult  to  lend  into  that  environment.  So  by 
and  large,  I  think  that  is  a  key  driver  of  how  loans  end  up  in  this 
program,  because,  frankly,  underwriters  typically  look  at  past  per- 
formance as  an  indication  of  future  success,  and  if  there  is  little  or 
no  past  performance,  then  it  is  extremely  difficult  to  underwrite 
these  loans. 

Senator  Bennett.  But  you  do  have  history  with  the  loans  after 
they  are  made. 

Mr.  Canning.  Correct. 

Senator  Bennett.  I  guess  your  default  rate  on  those  that  come 
to  you  with  no  history  is,  according  to  Mr.  Lader,  very  good? 

Mr.  Canning.  That  is  correct,  and  I  think  a  lot  of  it  has  to  do 
with  the  rigors  about,  and  frankly,  while  it  may  be  more  costly  for 
lenders  to  participate,  the  discipline  and  rigors  around  some  of  the 
requirements  are  such  that  borrowers  who  wish  to  avail  themselves 
of  these  funds  have  to  do  an  extreme  amount  of  work  and  are  dis- 
couraged if  they  are  not  prepared. 
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Senator  Bennett.  So  there  is  a  screening  mechanism  built  into 
the  marketplace  stemming  from  the  height  of  the  regulatory  and 
paperwork  hurdles  that  a  borrower  has  to  go  over? 

Mr.  Canning.  I  believe  so. 

Senator  BENNETT.  Mr.  Gallagher,  what  is  your  experience  with 
that? 

Mr.  Gallagher.  We  explicitly  take  more  risk  under  our  Govern- 
ment-assisted programs  and  we  expect  to  see  higher  default  rates 
in  those  portfolios. 

Senator  Bennett.  Do  you? 

Mr.  Gallagher.  We  have  been  actively  pursuing  SBA  lending  for 
about  2  years,  so  even  in  our  own  portfolios  of  SBA,  there  is  not 
a  lot  of  seasoning.  But  I  have  been  trying  to  point  out  to  the  local 
SBA  offices,  ever  since  we  got  into  this,  that  we  are  going  to  use 
the  programs  in  a  value-added  way  to  do  things  we  cannot  do  con- 
ventionally and  we  hope  you  will  take  that  into  consideration,  be- 
cause we  think  that  if  we  can  do  something  conventionally,  we  will 
do  it,  so  we  are  not  looking  to  create  ballast  in  our  SBA  portfolio 
to  spread  risk. 

Senator  Bennett.  Are  your  paperwork  and  regulatory  hurdles 
higher  on  your  SBA  lending  than  it  is  on  your  other  lending?  Do 
you  have  the  screen  that  Mr.  Canning  talked  about? 

Mr.  Gallagher.  I  would  say  that  the  process  is  more  involved 
and  the  origination  costs  to  us  are  triple.  I  am  not  sure  that  the 
work  that  we  do  through  the  SBA  process  is  fundamentally  sound- 
er than  that  which  we  do  under  our  conventional  process. 

Senator  Bennett.  I  thank  you  both.  It  is  kind  of  interesting  to 
have  people  who  are  on  the  firing  line  and  actually  doing  this  com- 
ing in  and  telling  us  different  things.  I  hope  you  will  stay  in  touch 
with  the  Committee  and  help  us  sort  out,  because  I  pay  a  great 
deal  of  attention  to  people  who  have  on-line  experience.  Usually, 
they  all  sing  the  same  song.  It  is  kind  of  interesting  that  we  are 
getting  a  different  set  of  words  and  music  here. 

Thank  you,  Mr,  Chairman. 

Chairman  Bond.  Thank  you  very  much. 

My  sincere  thanks  to  the  panel.  You  have  obviously  given  a  great 
deal  of  thought  and  effort  in  putting  together  the  presentations. 
They  are  very  helpful  to  us,  and  I  assure  you  that  we  will  keep  the 
record  open  for  our  colleagues  who  may  wish  to  ask  further  ques- 
tions. We  will  look  forward  to  being  in  contact  with  you  to  follow 
up  on  the  ideas  you  have  presented  to  us. 

Again,  our  sincere  thanks.  As  Senator  Bennett  said,  it  is  ex- 
tremely helpful  to  have  somebody  who  really  knows  what  this  is  all 
about  explaining  it  to  us,  and  we  are  grateful  for  your  time  and  ef- 
fort. 

Our  final  panel  today  consists  of  Mr.  Anthony  Wilkinson,  presi- 
dent and  chief  executive  officer.  National  Association  of  Govern- 
ment Guaranteed  Lenders  of  Stillwater,  Oklahoma;  Lyle 
Frederickson,  manager,  Government  Loan  Center,  Bank  One  in 
Phoenix,  Arizona;  and  Joe  Scallorns,  president  of  Farmers  and 
Traders  Bank  in  California,  Missouri. 

Let  me  begin  by  calling  on  an  old  friend,  Joe  Scallorns.  We  are 
glad  to  have  all  of  you  with  us. 
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STATEMENT  OF  JOE  W.  SCALLORNS,  PRESIDENT,  FARMERS 
AND  TRADERS  BANK,  CALIFORNIA,  MISSOURI 

Mr,  SCALLORNS.  Mr.  Chairman,  members  of  the  Committee, 
thank  you  for  the  opportunity  to  make  this  statement.  I  am  a  com- 
munity banker  and  I  will  give  you  an  entirely  different  perspective. 
We  do  not  have  a  billion  of  anything  in  California,  Missouri. 

Throughout  my  banking  career,  however,  I  have  been  a  strong 
supporter  of  the  SB  A  programs  and  a  frequent  user  of  them,  espe- 
cially the  7(a)  guaranteed  loan  program.  I  have  consistently  sup- 
ported the  Agency,  although,  at  times,  I  have  had  concerns  about 
the  management  of  the  Agency. 

I  have  had  a  couple  of  concerns  recently.  While  in  an  attempt  to 
make  the  Agency  more  responsive  and  user  friendly  through 
FA$TRAK  and  LowDoc  and  those  programs,  lenders  were  thrown 
a  curve  in  the  last  year  with  a  requirement  that  all  applicants 
must  have  their  tax  returns  verified.  So,  what  was  supposed  to  be 
an  approval  process  of  a  few  days  has  now  been  extended  to  one 
of  several  weeks.  The  distressing  thing  about  that  is  that  the  move 
was  made  administratively  without  any  input  from  lenders  or  bor- 
rowers or  the  general  public. 

In  another  action  that  has  been  discussed  before,  the  loan  guar- 
antee amounts  and  even  the  loan  amounts  were  capped.  That  ac- 
tion, also,  was  without  any  public  comment. 

I  think  these  actions  are  further  proof  of  what  community  bank- 
ers, especially,  and  all  bankers,  generally,  have  to  deal  with  in 
terms  of  regulatory  cornpliance.  The  burden  continues  to  be  quite 
large  and,  despite  the  efforts  of  Congress  to  reduce  that  burden  re- 
cently, continues  to  grow.  It  is  large  enough  to  have  a  serious  im- 
pact on  customer  relationships. 

While  most  individual  rules  appear  to  be  reasonable  and  man- 
ageable, in  the  aggregate,  they  can  be  overwhelming.  It  seems  that 
in  most  Federal  agencies,  like  the  SBA,  their  management  is  by  in- 
cremental change  without  consideration  given  to  the  aggregate. 

Then,  of  course,  we  are  concerned  about  agencies  like  the  SBA, 
more  so  than  bank  regulators,  because  they  generally  have  less  un- 
derstanding of  bank  operations  and  seem  to  have  less  interest  in 
banker  input  into  the  policy-making  process. 

But,  finally,  change  is  the  greatest  source  of  our  burden.  Adher- 
ing to  the  rules  is  far  less  burdensome  than  monitoring  and  ac^ust- 
ing  to  additions  or  changes  in  the  rules.  Specifically  with  the  SBA, 
this  pattern  of  continual  change  in  the  rules  only  adds  to  the  nega- 
tive perception  of  SBA  lending  and  its  red  tape. 

The  four  main  goals  of  the  proposal  Mr.  Lader  made  this  morn- 
ing sound  good  at  first,  but  when  examined  further  are  troubling, 
to  some  extent.  Most  troubling  is  reducing  the  subsidy  rate  to  zero. 
Common  sense  will  tell  you  that  if  you  raise  the  lender's  cost  of 
making  a  loan  and  raise  the  borrower's  cost  of  getting  a  loan,  then 
it  is  going  to  be  more  difficult  for  small  business  to  get  the  capital 
it  needs. 

Once  it  is  reduced  to  zero,  if  it  is,  then  the  pressure  will  be  on 
in  every  subsequent  year  to  both  raise  fees  and  further  decrease 
the  return  to  lenders  and  further  increase  the  fees  to  borrowers  so 
that  less  overall  capital  will  be  available  in  subsequent  years,  and 
those  are  the  people  who  need  it  the  very  most. 
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The  consolidation  of  field  offices  is  another  part  of  the  proposal 
that  I  believe  works  on  the  wrong  end  of  the  problem.  I  have  long 
felt  that  a  major  improvement  for  the  SBA  would  be  the  elimi- 
nation of  all  regional  offices  and  substantial  reduction  in  the 
central  office.  The  field  offices  who  deliver  the  product  could  be  en- 
hanced by  using  only  part  of  the  savings  from  those  kinds  of  cut- 
backs. The  proposal  to  centralize  loan  processing  functions,  to  me, 
predicts  more  delay  in  the  approval  process  for  the  borrower. 

I  strongly  support  the  SBA's  guaranteed  lending  programs,  par- 
ticularly the  7(a)  guarantee  program,  the  504  community  develop- 
ment program,  and  the  LowDoc  program,  I  support  fiscal  respon- 
sibility and  think  that  your  current  scrutiny  of  the  Agency's  pro- 
grams and  budget  is  prudent  and  appropriate.  But,  I  believe  it  is 
equally  responsible  to  not  make  the  dramatic  changes  that  the  pro- 
posal makes.  The  overall  return  on  investment  of  the  SBA's  guar- 
antee lending  programs  more  than  outweighs  the  budget  line-item 
cost. 

Because  of  the  SBA  programs,  bankers  like  me  are  able  to  assist 
local  economic  and  community  development  efforts.  I  am  most  in- 
terested in  the  incremental  results,  while  you  folks  have  to  deal 
with  the  aggregate,  but  that  is  my  ability  to  finance  one  more  busi- 
ness in  my  community  that  will  employ  a  few  more  people. 

I  told  you  of  a  recent  loan  I  made.  It  is  not  the  biggest  and  it 
is  not  the  best,  it  is  not  the  most  profitable,  but  it  may  be  one  of 
the  most  important  loans  I  have  made  in  my  community  in  recent 
years.  A  small  manufacturing  company  in  a  neighboring  State  in 
a  metropolitan  area  was  going  out  of  business  due  to  a  combination 
of  labor  costs  and  taxes  and  other  operating  costs,  and  through  a 
whole  series  of  combined  efforts  of  economic  development  of  the 
State  and  the  community,  we  were  able  to  secure  that  business  in 
California. 

The  key  to  getting  them  there  was  our  bank's  ability  to  make 
them  a  loan  under  the  7(a)  guaranteed  loan  program,  and  we  did 
and  they  are  there  and  they  are  profitable  and  they  employ  30  peo- 
ple. Now,  30  people  in  California,  Missouri,  is  about  like  15,000  or 
20,000  in  St.  Louis,  Missouri,  so  it  is  very  important  to  us.  I  could 
not  make  that  loan  today  under  the  current  rules. 

My  final  observation  is  this  discussion  that  we  hear  from  time 
to  time  about  the  privatization  of  the  SBA.  It  is  certainly  an  ap- 
pealing thought,  but  my  conclusion  is  that  it  is  more  of  a  liquidity 
consideration.  The  SBA  guarantee  does  not  prevent  loss  to  the 
bank.  It  enhances  the  credit  and  enables  us  to  do  something  we 
would  otherwise  not  be  able  to  do  to  help  an  individual  customer, 
and  the  selling  of  the  loan  is  a  secondary  consideration. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Scalloms  follows:] 
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JOE  W.  SCALLORNS 

PRESIDENT 

THE  FARMERS  AND  TRADERS  BANK 

CALIFORNIA,  MISSOURI 

I  am  Joe  Scallorns,  President  of  The  Farmers  and  Traders  Bank 
California,  Missouri.   My  bank  is  an  independent  community  bank 
with  $54  Million  in  assets.   Throughout  my  banking  career  I  have 
been  a  strong  supporter  of  the  Small  Business  Administration  and 
a  frequent  user  of  its  programs,  especially  the  7A  Guaranteed 
Loan  Program.   Although  I  have  consistently  supported  the  agency 
and  its  programs,  I  have  expressed  concerns  from  time  to  time 
about  the  management  of  the  agency. 

About  two  years  ago  -  I  wrote  to  solicit  support  from  this 
committee  for  the  confirmation  of  the  SBA's  new  administrator, 
Mr.  Bowles.   I  was  encouraged  then  by  his  approach  to  making  the 
agency  more  responsive  and  user  friendly  to  banks  and  borrowers. 
He  did  make  some  significant  improvements  in  that  regar'd.   The 
"Low  Doc",  one  page  expedited  application  which  was  fully 
implemented  by  his  successor,  Mr.  Lader,  appears  to  be  a 
successful  innovation. 

Borrowers  and  lenders  alike  were  thrown  a  curve  on  this  program, 
however,  due  to  the  discovery  of  some  applications  taken  in  the 
state  of  California  which  were  supported  by  falsified  Tax 
Returns.   Every  applicant  nationwide  was  suddenly  subjected  to  a 
process  of  verification  of  Tax  Returns  for  the  business  by  the 
Internal  Revenue  Service.   Although  quick  response  time  has  been 
promised,  it  has  not  materialized.   I  believe  the  shortest 
verification  time  we  have  experienced  in  our  bank  is  three  weeks. 
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the  typical  Is  much  longer  -  so  Buch  for  expedited  approval. 
Thie  whole  concept  files  in  the  face  of  the  agency's  stated 
desire  to  assist  lenders  who  know  their  customers  with  •  prompt 
approval  process.  This  new  procedure  was  an  arbitrary  change  in 
policy  without  the  benefit  of  input  from  the  borrowers,  lenders 
or  the  general  public. 

In  what  I  consider  another  step  backwards  the  agency  arbitrarily 
lowered  guaranty  amounts  by  capping  loan  amounts.   This  was  done 
without  notice  or  public  input.   Mr.  Lader  has  stated  that  he  was 
forced  to  take  that  action  to  conserve  lending  authority  for  the 
balance  of  the  fiscal  year.   He  has  further  stated  that  he  knew 
that  either  move  would  elicit  a  negative  response,  so  he  didn't 
ask . 

Let  me  give  you  my  perspective.   My  bank  is  small  with  fewer  than 
twenty-five  employees.   About  half  of  the  banks  in  the  country 
are  that  size  or  smaller.   My  main  concerns  about  the  overall 
regulatory  burden  of  banks  and  the  resulting  negative  impact  on 
Its  borrowers  are  illustrated  by  these  actions  of  the  Small 
Business  Administration. 

The  aggregate  burden  of  regulatory  compliance  for  the  banking 
industry  is  large  and  continues  to  grow.   It  continues  to  be 
heavy  for  banks  of  all  sizes,  despite  the  recent  efforts  of 
congress  to  reduce  that  burden. 


105 


The  regulatory  burden  is  now  large  enough  to  exert  a  serious 
adverse  effect  on  bank  operations  and  customer  relationships.   No 
single  regulation  or  group  of  regulations  can  be  identified  as 
the  most  troublesome.   Most  individual  rules  and  regulations  seem 
reasonable  and  manageable.   However,  the  aggregate  of  these  minor 
manageable  burdens  can  be  overwhelming.   Federal  oversight  of  the 
management  process  is  geared  toward  incremental  change,  rather 
than  toward  the  aggregate  burden. 

The  regulatory  burden  arises  from  rules  that  span  a  number  of 
agencies.   Not  just  bank  regulators,  but  various  State  and 
Federal  Agencies  are  sources  of  my  regulatory  burden.   Burdens 
associated  with  non-bank  agencies  like  the  SBA  are  of  greater 
concern  because  they  generally  have  less  understanding  of  bank 
operations  and  they  seem  even  less  interested  in  banker  input 
into  the  policy  making  process. 

Finally,  change  is  the  greatest  source  of  burden.   Adherence  to 
the  rules  is  far  less  burdensome  than  monitoring  and  adjusting  to 
additions  or  changes  to  the  rules.   Each  individual  change 
entails  non-recurring  implementation  costs.   In  addition,  a 
climate  of  continual  change  imposes  a  continual  monitoring  cost 
and  precludes  streamlining  or  automation  of  some  operations. 
This  pattern  of  continual  change  adds  to  the  negative  perception 
of  the  "red  tape"  associated  with  SBA  lending. 
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I  will  now  comment  briefly  on  Mr.  Lader ' s  proposal  for  the  Small 
Business  Administration  to  reinvent  itself.   Its  goals  are: 

-  Reducing  the  Governments  costs  while  serving  more  small 
businesses . 

-  Consolidating  field  operations  by  making  greater  use  of 
Public/Private  Partnerships. 

-  Centralizing  processing  to  achieve  economies  of  scale  and  using 
current  technology. 

-  Relocation  of  headquarters  functions  to  field  location. 

On  the  surface  these  goals  sound  great  and  look  similar  to  other 
proposals  made  over  the  years.   But  some  are  troubling.   Most 
troubling  is  the  proposal  to  reduce  Government  costs  of  the  SEA 
Loan  Guaranty  Program  which  is  based  on  reducing  the  Subsidy  Rate 
to  zero.   In  order  to  accomplish  this  zero  Subsidy  Rate,  the 
program  will  have  to  change  loan  amounts,  guaranty  amounts,  costs 
to  the  borrowers  and  return  to  the  lenders.   I  don't  believe  it 
is  realistic  to  assume  that  either  the  volume  would  be  sustained 
or  that  the  same  businesses  could  be  served  when  all  the 
variables  are  changed. 

Small  business  loans  are  already  marginal  for  some  banks  who 
claim  they  can't  make  money  on  them.   Common  sense  will  tell  you 
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that  to  both  raise  the  lender's  cost  of  making  the  loan  and  its 
borrowers  cost  of  getting  a  loan  will  make  it  harder  for  a  small 
business  to  get  the  financing  it  needs. 

The  real  challenge  here  lies  not  in  this  fiscal  year  but  in 
subsequent  years.   I  fear  that  the  pressure  will  be  so  great  to 
keep  a  zero  Subsidy  Rate  that  fees  will  be  further  increased  to 
the  borrowers  and  returns  be  further  reduced  to  the  lenders  so  as 
to  result  in  less  overall  capital  available  for  the  very 
businesses  who  need  it  most! 

The  consolidation  of  field  offices  is  another  part  of  the 
proposal  that  works  on  the  wrong  end  of  the  problem.   Having 
fewer  field  offices  and  downsizing  of  personnel  staffing  those 
offices  will  have  the  effect  of  shifting  the  emphasis  to  the 
central  office. 

I  have  long  felt  that  the  major  improvement  to  the  SBA  would  be 
the  elimination  of  regional  offices  and  substantial  reduction  in 
the  central  office.   If  the  central  administration  of  the  SBA 
would  stop  changing  the  rules,  the  rules  would  be  clearer  and 
easier  to  follow,  not  requiring  a  lot  of  interpretation.   If 
district  offices  could  be  directly  accountable  to  the  central 
office  the  intermediate  level  of  supervision  could  be 
eliminated.   The  staffing  of  district  offices  could  be 
substantially  improved  by  using  part  of  the  savings  from  the 
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elimination  of  regional  offices  and  cut-backs  in  the  central 
office. 

The  centralizing  of  processing  to  achieve  economies  of  scale 
sounds  better  than  it  has  ever  proven  to  be  in  my  experience. 
Centralization  of  loan  servicing  has  been  proven  cost-effective 
by  lenders  in  the  past.   Centralizing  the  processing  functions, 
however,  predicts  more  delay  for  the  borrower  before  a  loan  is 
funded. 

The  relocation  of  headquarters  functions  to  less  costly  field 
locations  is  a  worthwhile  goal.   Unfortunately  the  proposal  is 
not  specific  enough  about  this  good  intent.   It  appears  that  most 
of  the  savings  projected  for  fiscal  years  1996  thru  2000  come 
primarily  from  reduced  expenditures  for  the  Small  Business 
Development  centers'  minority  business  training  and  women's 
demonstration  project  with  the  difference  made  up  by  the  user  fee 
compensation. 

I  realize  that  these  remarks  may  sound  very  critical  of  an  agency 
I  have  worked  with  and  supported  for  most  of  my  business  career. 
I  am  afraid  we  are  losing  sight  of  the  intended  purpose  for  the 
SBA.   If  we  allow  it  to  be  used  primarily  as  a  tool  for  social 
change  then  we  limit  its  use  as  a  tool  for  economic  development 
and  entrepreneurial  opportunity. 
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I  strongly  support  the  SBA's  guaranteed  lending  programs, 
particularly  the  7(a)  Guaranty  Program,  the  504  Community 
Development  Program  and  the  Low  Document  Program.   I  certainly 
support  fiscal  responsibility  and  think  that  your  current 
scrutiny  of  the  agency's  programs  and  budget  is  prudent  and 
appropriate.   I  believe  it  equally  responsible  to  not  make  the 
dramatic  program  changes  being  proposed. 

I  believe  that  the  SBA's  guaranteed  lending  programs  overall 
return  on  investment  more  than  outweighs  the  budget  line-item 
cost.   Because  of  the  SBA  programs,  bankers  like  me  are  better 
able  to  assist  local  economic  and  community  development  efforts. 

I  talked  earlier  about  regulations  being  incremental  at  the 
regulator  level  and  aggregate  at  the  regulated  level.   When  we 
analyze  results,  it  is  the  opposite.   While  you  have  to  look  at 
the  program  in  the  aggregate,  I  am  most  interested  in  the 
incremental  result.  That  is,  the  ability  to  finance  one  more 
business  that  employs  a  few  more  people  in  my  community. 

Let  me  try  to  explain  from  my  perspective  what  a  loan  guaranty 
means.   It  does  not  eliminate  risk  nor  prevent  losses.   The 
guaranty  is  an  enhancement  of  the  credit  of  the  borrower.   This 
enhancement  enables  our  bank  to  offer  terms  and  conditions  to  the 
small  business  borrower  that  we  otherwise  could  not  offer.   These 
modified  or  improved  terms  and  conditions  of  the  loan  often 
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determine  whether  or  not  a  business  can  be  started,  relocated, 
ownership  changed  or  in  some  cases  simply  continued. 

Let  me  tell  you  about  a  loan  made  in  my  bank.  It  is  not  the  most 
recent  loan,  nor  the  largest,  nor  the  most  profitable,  but  may  be 
the  most  important  loan  made  by  my  bank  in  the  last  several  years. 

A  small  manufacturing  company  in  a  major  metropolitan  area  in 
another  state  had  reached  a  crossroads.   The  combination  of 
taxes,  labor  supply,  and  other  operating  costs  associated  with 
their  location  predicted  the  closing  of  business  operations.   The 
substantial  capital  investment  in  machinery  and  equipment  had 
already  been  made,  the  products  were  used  in  commercial 
construction  and  a  ready  market  was  available,  but  the  future  of 
the  enterprise  was  threatened. 

Through  outreach  efforts  of  our  state  economic  developers,  our 
community  was  able  to  work  with  the  owners  of  the  business.   We 
utilized  every  tool  available.   We  located  a  site  in  the  city's 
industrial  park  which  lies  within  a  state-designated  enterprise 
zone.   The  key  to  acquiring  the  business,  however,  was  the 
ability  of  my  bank  to  use  an  SBA  guaranty  under  the  7(a)  loan 
guaranty  program  to  finance  the  bulk  of  the  plant  construction 
costs.   The  SBA  guaranty  enhanced  the  credit  of  the  borrower 
which  otherwise  would  have  failed  the  normal  tests  of  capital, 
collateral,  and  capacity.   This  enabled  the  bank  to  make  the  loan 
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on  terms  and  conditions  favorable  enough  to  improve  the  chances 
of  success  for  the  borrower. 

The  community  gained  a  major  new  business.   Over  thirty  new 
manufacturing  jobs  were  provided.   A  diversification  of 
employment  opportunities  was  made  available  to  the  people  in  our 
community.   Several  homes  have  been  purchased  by  employees  of  the 
firm.   The  firm  is  profitable  and  growing.   Its  success  has  given 
the  community  other  opportunities  for  economic  growth.   Its  loan 
is  being  paid  as  agreed.   The  loan  was  for  $625,000  with  an  84% 
guaranty.   I  could  not  make  that  loan  today  under  the  current 
rules . 

Finally,  let  me  comment  briefly  on  the  discussion  going  around 
about  some  sort  of  government  sponsored  enterprise  to  replace  the 
current  method  of  secondary  marketing  of  SBA  guaranteed  loans. 
The  "privatization"  of  the  SBA  certainly  has  some  appeal. 

Honestly,  I  am  torn.   The  view  that  a  GSE  accountable  to  the 
public  through  the  quality  of  its  securities  and  the  efficiency 
of  its  operations  and  not  requiring  money  from  the  budget  sounds 
like  a  good  alternative.   But,  I  have  opposed  this  in  the  past 
for  two  reasons.   First,  the  creation  of  a  secondary  market 
vehicle  deals  primarily  with  liquidity.   The  key  to  success  of 
7(a)  for  my  bank  and  others  like  me  is  the  guaranty  itself  -  or 
the  credit  enhancement.   If  the  guaranty  is  granted,  then  my  own 
liquidity  needs  determine  my  interest  in  marketing  the  guaranteed 
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portion  of  the  loan.    If,  however,  the  guaranty  is  connected  to 
the  marketing  process,  then  standards  for  small  business  loans 
would  be  developed.   Our  experience  in  residential  real  estate 
loans  has  proven  that  the  more  standardized  the  system  becomes, 
the  more  marginal  borrowers  are  excluded  from  the  process. 

I  appreciate  the  opportunity  to  testify  this  morning.   I  hope 
that  my  perspective  will  be  helpful  to  you  as  you  consider  these 
Important  matters  and  I  will  be  pleased  to  answer  any  questions. 


113 

Chairman  Bond.  Thank  you  very  much,  Joe.  Congratulations  on 
getting  30  jobs  in  Moniteau  County.  I  can  imagine  what  an  impact 
that  has.  I  fully  understand  that. 

Mr.  Frederickson. 

STATEMENT  OF  LYLE  FREDERICKSON,  MANAGER,  GOVERN- 
MENT LOAN  CENTER,  BANK  ONE  NJL,  PHOENIX,  ARIZONA 

Mr.  Frederickson.  Thank  you.  I  manage  the  SBA  loan  center 
for  Bank  One  Arizona,  and  that  covers  the  entire  State  of  Arizona 
and  all  Government  loans  are  processed  through  that  center. 

My  objectives  today  are  to  give  you  a  real-life  example  of  an  SBA 
loan  we  made,  show  you  how  that  loan  provided  benefit  to  the  tax- 
payer, the  borrower,  and  society.  I  will  also  discuss  the  SBA  pro- 
posed changes  and  my  perception  of  its  impact. 

The  real-life  example  was  for  a  minority-owned  business,  a  man- 
ufacturer, who  is  located  in  what  is  called  an  enterprise  zone.  That 
is  an  area  where  the  people  who  live  there  are  of  low  income.  The 
consequences  of  this  loan  created  123  jobs,  new  jobs. 

This  company  started  about  4  years  ago.  Four  people  quit  good- 
paying  jobs  to  support  a  dream  to  start  this  business.  Financing, 
which  they  thought  they  had,  fell  out.  They  did  not  know  what  to 
do.  By  luck,  they  found  an  investor  to  help  them  get  started. 

They  were  profitable  by  the  8th  month.  That  is  pretty  remark- 
able for  a  start-up  manufacturer.  They  now  have  sales  over  $3  mil- 
lion. Before  our  SBA  loan  was  made,  they  had  77  employees.  That 
will  grow  to  about  200  within  2  years  of  the  time  the  loan  was 
made. 

They  also  got  a  grant  from  the  city,  which  will  be  used  to  train 
these  employees  to  become  skilled.  These  123  people  were,  here- 
tofore, unskilled.  Let  us  talk  about  what  that  does  for  the  taxpayer. 
If  these  folks  were  unskilled  before,  let  us  assume  they  were  mak- 
ing $5  an  hour  in  doing  whatever  they  were  doing.  They  will  be 
making,  with  this  skill  at  this  company,  between  $10  and  $11  an 
hour. 

The  tax  impact  of  this  is  over  $325,000  a  year,  if  we  assume  that 
these  folks,  if  you  divide  the  total  amount  of  tax  paid,  sales  tax, 
luxury  tax,  probate  taxes,  income  tax,  all  the  tax  that  we  pay,  by 
the  additional  money  they  make  at  $5  an  hour  over  this  period  of 
time.  The  result  is  that  the  taxpayer  has  the  guarantee  at  risk  for 
this  SBA  loan  and  it  takes  46  months  to  recover  every  penny  in 
tax  revenue  that  they  had  at  risk.  I  think  that  is  an  important 
point  to  support  the  SBA  loan. 

The  SBA  proposed  policy  impact,  I  think,  will  be  considerable  on 
the  borrower.  I  have  heard  a  lot  of  different  numbers  today  as  to 
what  the  cost  increment  will  be  to  the  borrower,  the  lender,  the 
borrower/lender  combination  with  the  new  program,  but  when  I 
add  up  the  numbers,  I  think  the  additional  payment  will  be  prob- 
ably right  around  4  percent  of  what  was  borrowed,  if  you  take  the 
total  difference  over  11  years,  the  average  loan.  That  is  a  big  num- 
ber and  we  cannot  ignore  that. 

All  I  did  was  to  take  50  basis  points  over  5  years  of  an  11-year 
amortizing  loan,  that  is  the  50  basis  points  on  just  the  up-front  fee. 
Second,  the  additional  40  basis  points  on  the  outstanding  balance 
to  service  the  loan  ended  up  to  be  about  $4,000  on  a  $250,000  loan. 
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Then  the  increased  rate  at  50  basis  points  was  about  $4,900.  That 
is  an  additional  cost  of  over  $10,000,  which  is  about  4  percent  of 
the  amount  borrowed.  That  cost,  I  am  taking  not  over  11  years, 
just  over  the  first  5  years. 

The  issue  of  the  three  different  kinds  of  fees  we  are  paying,  not 
to  be  simpHstic,  but  would  it  not  be  less  costly  if  we  could  just 
charge  one  fee.  If  we  charged  a  fee  up  front  to  solve  for  whatever 
this  budget  has  to  be,  rather  than  40  basis  points  on  the  remaining 
principal  balance,  increasing  the  rate  by  another  50  basis  points, 
etc.  It  costs  money  to  process  these  separate  payments.  It  costs 
money  for  the  lender  who  pays  it  to  the  SBA  and  it  costs  money 
for  the  SBA  to  collect  and  process  it  from  the  lender. 

Additionally,  if  you  consider  that  the  FA$TRAK  loan  has  just  a 
50-percent  guarantee,  if  2  percent  of  the  gross  loan  amount  is  being 
paid  to  the  SBA,  then,  to  me,  they  are  getting  4  percent  of  the  ex- 
posure. If  you  back  up  and  consider  the  exposure  on  even  the  non- 
FA$TRAK  loans,  if  the  guarantee  amount  is  reduced  to  75  percent, 
paying  2  percent  on  that  gross  loan  amount,  in  fact,  increases  the 
fee  by  about  33  percent  on  the  amount  on  which  the  SBA  is  ex- 
posed. 

That  concludes  my  comments. 

[The  prepared  statement  of  Mr.  Frederickson  follows:] 
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MANAGER 

GOVERNMENT  LOAN  CENTER 
BANK  ONE,  ARIZONA,  NA 

Mr.  Chair  and  Members  of  the  Committee,  thank  you  for  the  opportunity  to  appear 
before  you  today  to  discuss  the  merits  of  the  SB  A  7(a)  loan  program. 

My  objective  in  this  testimony  is  to  provide  a  real-life  example  of  an  actual  7(a)  loan  and 
the  impact  of  the  loan  on  the  following: 

•  The  Borrower 

•  The  Community  in  which  the  Borrower  is  located 

•  The  Economy 

•  The  Taxpayer  whose  Dollars  Support  the  7(a)  Loan 

This  written  testimony  begins  with  a  detailed  illustration  of  a  company  to  whom  a  large 
SB  A  loan  was  made.  The  purpose  of  the  detail  is  to  explain  to  the  reader  how  a  company 
starts,  its  hardships,  its  challenges,  its  solutions,  and  its  results. 

Interface  Data  Systems,  Inc. 

The  Beginning 

This  company  was  founded  by  Mahasen  Samaravijaya  (he  came  to  the  U.S.  from  Sri 
Lanka  in  1973)  in  April  of  1991  after  months  of  planning. 

The  first  sales  trip  was  attended  by  the  four  founders  of  the  company  and  they  shared  a 
room  in  a  Motel  6.  The  company  grew  from  that  point  by  reinvesting  earnings  back  into 
the  company  and  applying  those  funds  to  growth.  The  only  fmancial  help  was  a  small 
line  of  credit  from  a  local  bank  which  was  awarded  after  the  company  showed  six 
months  of  profitability.  They  were  actually  profitable  in  month  8  of  their  existence 

The  Profile 

The  company  is  a  manufacturer  of  membrane  switches,  elastomer  keypads,  custom  ftill- 
travel  keyboards,  full  electronic  assemblies,  and  engineering  design  services.  Interface 
Data  Systems,  Inc.  is  a  minority-owned  business. 

The  Growth 

In  1994,  the  company  had  identified  a  considerable  potential  sales  market  as  well  as 
opportunities  for  additional  product  lines  similar  to  that  being  produced.  Their  Needs 
Analysis  pointed  out  that  they  required  additional  equipment  and  a  larger  building.  The 
building  would  need  to  be  improved  with  special  features  specific  to  this  high-tech 
manufacturing  concern.  These  improvements  would  be  expensive  and  their  true 
collateral  value  to  a  lender  would  be  minimal  compared  to  its  cost.  This  phenomenon 
meant  that  it  would  be  difficult  to  finance  the  project  through  conventional  means. 
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The  Loan 

The  company  formulated  its  plan  and  presented  the  loan  package  to  its  bank  with  which 
it  had  a  3  year-old  operating  line  of  credit  and  a  $157,000  SBA  equipment  loan.  It  was  at 
this  point  in  time  that  this  writer  met  Mahasen  Samaravijaya,  the  CEO  and  President  who 
had  led  the  company  since  its  origin.  Mr.  Samaravijaya  also  owned  (as  he  does  today) 
51%  of  the  company. 

When  Mahasen  shared  his  story  of  the  past  and  vision  of  the  future  with  me,  I  became 
very  mterested  in  how  he  was  going  to  accomplish  his  goals.  He  said  he  was  exploring 
commercial  loan  opportunities  with  various  banks.  I  told  him  of  the  SBA  loan  program 
and  how  it  might  help  him  achieve  his  goals.  He  thanked  me  for  the  information  but  said 
that  he  did  not  have  the  time  or  the  inclination  to  engage  in  the  exhaustive  paperwork  and 
he  had  demands  on  production  that  required  his  attention.  I  reported  to  him  that  we  had  a 
loan  center  that  was  dedicated  to  SBA  loans  and  that  it  may  not  take  as  long  as  he 
thought.  He  appreciated  the  discussion  but  thought  it  best  to  pursue  the  conventional 
financing.  The  longer  terms  made  him  reconsider  and  he  decided  to  go  for  the  SBA  loan. 
The  process  took  just  six  weeks. 

A  Much  Larger  Company 

The  project  lent  itself  to  the  long-term  financing  afforded  by  the  SBA  7(a)  program. 
Bank  One  submitted  a  loan  request  for  $  1 ,866,000  to  the  SBA  that  was  approved.    This 
allowed  the  company  to  purchase  equipment  from  AT&T  that  would  cost  $20,000,000  to 
replace  (cost  of  equipment  was  less  than  $1,000,000).  The  purchase  price  included 
setup.  The  company  used  the  loan  to  purchase  a  building  that  allowed  them  to  move 
from  their  leased  13,600  square  foot  facility  to  a  45,000  square  foot  facility  built  to  suit 
its  needs.  At  the  time  the  loan  was  made  the  company  had  77  employees.  There  are  now 
105  employees  and  will  grow  to  200  employees  within  a  year  of  the  loan  being  fully 
funded.  The  bank  provided  an  additional  $250,000  line  of  credit  that  was  not  enhanced 
by  the  government  guarant\ 

Sales  were  $3.3  million  in  Fiscal  Year  1994.  They  will  be  nearly  $5  million  in  Fiscal 
Year  1995.  Profits  were  over  $350,000  in  Fiscal  Year  1994  and  will  exceed  $425,000  in 
Fiscal  Year  1995.  Sales  are  expected  to  exceed  $10  million  within  2  years. 
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What  the  Taxpayer  Has  at  Risk 

The  taxpayer  has  a  maximum  of  $1,250,000  at  risk  in  this  loan.  The  proceeds  of  the  loan 
helped  increase  the  number  of  employees  by  1 23.  The  City  of  Phoenix  provided  a  grant 
of  $140,000  to  train  employees  in  this  expansion.  These  employees  were  otherwise 
unskilled.  After  a  successful  training  process,  which  will  take  from  four  to  twelve 
months,  these  employees  will  make  from  $10  to  Si  I  per  hour. 

The  Benefit  to  the  Taxpayer 

The  crux  of  this  paper  and  the  issue  at  hand  is  how  the  public  benefits  from  this  program. 

The  following  table  illustrates  the  benefits  when  one  considers  the  increase  of  123 
employees  who  were,  at  best,  making  $5/hour,  are  now  skilled  making  over  SlO/hour. 
For  the  purpose  of  this  paper,  let  us  assume  the  following: 

•  123  new  employees 

•  New  employees  make  S5/hour  more  than  they  made  previously 

•  Taxpayer  has  $  1 .25  million  at  risk 

•  Marginal  benefit  of  newly  acquired  skills  is  $5/hour 

•  Marginal  income  of  $5/hour  bears  tax  total  tax  burden  of  25% 


Total  Funds  Taxpayer  has  @  Risk 

$1,250,000 

#  of  Employees 

123 

Old  Earnings  Rate/Hour 

$               5 

New  Earnings  Rate/Hour 

$             11 

Increased  Rate/Hour 

$               6 

Total  Increased  Revenue/Hour 

$           677 

Guaranty  Funds  @  Risk/Employee 

$       10,163 

Tax  Rate  per  Dollar  Earned 

25% 

Increased  Tax  Revenue 

$    324,720 

Months  to  Earn  Back  Total  Funds 
@Rlsk 

46 

Less  than  four  years  to  get  back  everything  the  taxpayer  has  at  risk! 

Note  that  the  amortization  shown  above  assumes  that  the  taxpayer  is  paying  nothing  to 
subsidize  these  employees  today  which  is  likely  not  the  case,  and  that  the  total  tax  rate  is 
only  25%.  If  the  tax  rate  is  taken  to  30%  the  payback  period  is  only  38  months.  The 
model  does  not  reflect  additional  tax  revenue  from  increased  company  profits. 
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Gentlemen  and  ladies  of  the  committee,  this  is  hard  cash  evidence  1  submit  to  you  that 
supports  the  7(a)  loan  program. 

Other  7(a)  Loans 

Adrian  Mendoza  had  a  job  as  a  construction  worker.  The  tool  belt  he  wore  was  very 
heavy  and  not  ideal  to  suit  his  needs.  Adrian  went  into  his  garage  and  using  skills 
learned  from  a  high  school  class  on  industrial  sewing  he  made  himself  tool  belt 
applicable  to  his  job.  Other  workers  admired  it  and  asked  if  he  might  make  one  for  them. 
A  textile  manufacturer  was  bom. 

This  company  has  exceeded  $1  million  in  Sales  and  employs  over  20  people.  An  SBA 
loan  is  in  process  and,  if  approved,  will  double  the  work  force  and  sales.  Again  assuming 
the  rate  of  $5  50  per  hour  in  increased  wages  for  these  new  employees,  the  taxpayer  earns 
in  tax  revenue  (at  the  25%  rate)  in  68  months  the  entire  amount  of  money  the  taxpayer 
had  at  risk. 

This  loan  is  being  presented  under  the  new  pilot  CAP  Line  which  is  a  revolving  line  of 
credit. 


In  a  small  community  in  Arizona  called  Prescott  a  lady  designed  some  clothes  for  her 
infant  child.  People  liked  the  design  so  she  began  to  produce  the  clothes  on  a  wider 
scale.  A  new  company  began. 

The  company  uses  contract  labor  for  much  of  its  production  which  employs  a  number  of 
people.  The  company  also  has  more  10  direct  employees.  A  rather  isolated  community 
outside  the  Prescott  area  called  Chino  Valley  has  among  its  members  a  number  of 
women  who  do  not  have  transportation  to  get  to  and  from  a  job,  but  possess  very  good 
home  economics  skills.  One  member  of  the  community  drives  into  Prescott,  receives  a 
certain  volume  of  clothes  and  returns  to  her  home.  Neighbors  then  come  by  and  pick  up 
the  clothes  and  sew  on  decorative  buttons,  embroidery,  etc    These  people  would  not 
likely  have  a  job  if  it  were  not  for  this  company  and  the  working  capital  funds  provided 
to  it  by  the  Bank  One  Government  Loan  Center. 


Another  company  manufactures  and  installs  lighting  fixtures.  These  fixtures  are  also 
sold  in  retail  outlets.  The  company  employs  over  50  people  many  of  whom  are  Hispanic. 
This  company  enjoys  fixed  asset  and  working  capital  loans  from  the  Government  Loan 
Center. 
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Many  of  the  employees  do  not  speak  English.  The  owner  of  the  business  made  an 
arrangement  with  the  local  community  college  to  provide  an  instructor  to  come  into  the 
shop  and  teach  English  for  an  hour  before  work.  If  the  student  passes  the  course,  they  get 
a  bonus.  Another  teacher  has  agreed  to  come  in  and  teach  the  English-speaking 
employees  Spanish  and  the  same  bonus  terms  are  available  to  these  people. 

The  owner  remembers  that  the  SBA  program  was  there  when  the  company  was  young 
and  wanted  to  expand.  He  believes  he  should  give  something  back  to  the  community. 
The  program  is  working  quite  well  with  very  high  participation. 

This  company  has  added  over  30  jobs  since  the  loan  was  made.  Payback  period  on  that 
loan  is  38  months  for  the  taxpayer  to  earn  in  tax  revenue  the  maximum  amount  of  money 
at  risk. 

The  Future  of  the  7(a)  Loan 

The  challenge  of  balancing  the  budget  is  one  in  which  we  must  all  do  our  part  in 
contributing  to  the  solution.  The  aforementioned  examples  do  point  out  that  the  existence 
of  the  7(a)  program  is  part  of  the  solution  through  the  magnitude  of  tax  revenue  versus 
part  of  the  problem  in  its  administration  cost  and  the  cost  of  risk. 

I  have  seen  different  proposals  for  revision  of  the  program.  The  plan  under  discussion 
now  is  the  plan  devised  by  the  SBA  which  would  provide  for  a  zero  subsidy  in  fiscal  year 
'96. 

This  plan  calls  for  money  to  be  paid  to  the  SBA  in  many  forms,  including: 

•  200  basis  points  on  the  entire  amount  of  the  loan  regardless  of  the  guaranty  amount 

•  40  basis  points  on  the  guaranty  amount  outstanding  each  year 

•  50  basis  points  of  the  rate  passed  through  to  the  borrower 

One  of  the  major  costs  of  lending  which  is  passed  onto  the  borrowers  is  the  cost  of 
production.  The  paperwork  requirement  on  the  lenders  to  process  the  payments  required 
of  the  SBA  under  the  proposed  program  may  be  more  burdensome  than  necessary. 

I  submit  that  the  monies  due  to  SBA  can  be  loaded  into  the  fee  charged  at  closing.  This 
fee  is  presently  2%  (200  basis  points)  of  the  guaranty  amount.  Banks  allocate  loss 
reserve  based  on  the  amount  of  their  exposure.  This  issue  is  especially  important  in  the 
new  FaSstrak  program  which  allows  only  a  maximum  of  50%  guarantees.  The  concern 
regarding  that  is  simply  that  the  borrower  is  paying  50%  more  in  fees  on  the 
government's  exposure  than  it  would  under  a  75%  guaranty  scenario. 
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If  a  bank  participates  a  loan  it  does  not  necessarily  reserve  for  loan  losses  the  amount 
participated  to  another  lender.  On  the  other  hand,  the  government  bases  its  subsidy  rate 
on  the  entire  loan  amount  and  the  Office  of  Management  and  Budget  uses  the  entire  loan 
amount  in  its  subsidy  calculations. 

It  is  suggested  that  rather  than  have  this  complicated  fee  structure  the  fees  are  simply 
loaded  in  up  front  in  the  guaranty  fee.  It  would  be  costly  to  track  different  fees  each 
year.  This  is  costly  for  the  lender  to  send  and  the  agency  to  receive    The  result  of 
loading  it  into  the  guaranty  fee  may  be  a  solution  which  would  result  in  higher  loan  fees 
but  if  those  fees  could  be  included  in  the  loan  amount  it  would  be  more  palatable  for  the 
client  to  accept.  The  reduced  cost  of  administration  would  certainly  be  a  benefit  to  the 
program  as  would  the  time  value  of  money  if  paid  up  front  rather  than  collected  each 
year. 

The  underlying  idea  here  is  to  keep  the  process  simple  and  still  meet  the  objectives  of  the 
program 

Low  Doc 

This  has  been  a  successful  program  in  Arizona.  This  district  of  SBA  does  review  the 
underwriting  of  the  loans  and  has  been  known  to  make  comments  and  question  the 
presentation. 

If  the  Low  Doc  loan  is  underwritten  properly  it  will  have  the  same  level  of  analysis  as  the 
larger  loan    The  saving  is  in  the  reduced  packaging  costs  associated  with  the  smaller 
application. 

The  concern  expressed  at  the  National  Association  of  Government  Guaranteed  Lenders 
conference  was  that  of  quality  of  the  loans  in  the  program.  The  response  to  that  concern 
from  Mr.  Cox  was  that  the  Low  Doc  program  was  outperforming  the  regular  7(a) 
program.    However,  loan  problems  usually  do  not  become  chronic  until  the  loan  is  in  its 
second  or  third  year.  This  is  what  has  lenders  concerned. 

A  possible  remedy  might  be  a  credit  scoring  system  devised  for  the  Low  Doc  loan.  The 
administering  agency  would  need  to  automate  its  systems  to  use  credit  information 
provided  on  the  application  and  attachments  to  the  application  to  assign  a  credit  "risk 
score"  to  the  loan.  If  the  nsk  falls  under  the  acceptable  threshold  the  application  would 
be  returned  to  the  lender  as  declined  or  requiring  additional  analysis.    I  would  be  happy 
to  assist  the  administenng  agency  in  development  or  pilot  of  such  a  system.  A  similar 
system  could  be  applied  to  the  FaSstrak  program.  Such  a  system  would  probably  have  to 
be  PC-based  or  reside  on  a  mainframe  which  would  have  access  via  a  PC  so  it  could  be 
used  by  smaller  lenders  who  may  not  have  mainframe  capability 
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Future  Structure 

1  was  asked  to  comment  on  this  area.  I  have  limited  knowledge  of  the  details  of  the 
present  structure  so  my  comments  and  suggestions  may  be  quite  generic. 

The  lending  industry  is  changing  rapidly.  Technology  has  allowed  complex  and 
voluminous  processing  to  occur  on  a  very  wide  scale,  both  in  product  lines  and  areas 
served.  The  SBA  will  have  to  maximize  use  of  computers  and  other  technology. 
Electronic  approval,  electronic  documentation  review,  actuarial  early-warning  systems, 
etc.  may  be  used  to  improve  the  quality  of  the  program  as  well  as  reduce  the  cost  of 
administration. 

Image  technology  could  be  utilized  by  the  agency  to  reduce  the  space  required  for  file 
storage  and  time  required  for  file  retrieval. 

Centralization  is  more  common  within  the  industry  and  the  administration  of  the  7(a) 
loan  may  also  benefit  from  this  centralization  process.  The  SBA  is  already  moving 
quickly  to  that  end.  Do  not  lose  sight  in  the  centralization  process  of  the  objective  to 
serve  small  businesses  in  the  more  remote  regions. 

Conclusion 

In  conclusion,  I  would  like  to  again  express  my  gratitude  for  this  opportunity  to  appear 
before  this  prestigious  group  to  address  this  important  issue. 

I  hope  I  have  effectively  conveyed  that  the  7(a)  program  provides  a  benefit  to  its 
borrowers,  lenders,  and  its  source  of  funds;  the  taxpayer.  The  magnitude  of  impact 
through  the  creation  of  jobs  provides  the  tax  revenue  to  make  the  program  pay  for  itself 
In  consideration  of  the  continuance  and  structure  of  this  program  you  must  be  aware  that 
increase  in  tax  revenue  of  $1  has  the  same  impact  on  the  budget  as  the  reduction  of  cost 
of  $1 .  The  added  benefit  of  the  increase  is  that  someone  has  probably  improved  her 
quality  of  life  through  the  new  job  and  the  tax  increase  has  come  about  without  an 
increase  in  tax  rate  or  structure. 

I  would  be  happy  to  help  wherever  possible  in  developing  improvements  in  the  process, 
the  policy,  and/or  the  method  of  delivery  of  the  7(a)  loan.  It  is  a  program  which  is 
important  to  the  economic,  social,  and  competitive  growth  of  America. 

Thank  you  for  this  opportunity.  I  would  be  glad  to  answer  any  questions  you  may  have. 


122 

Chairman  Bond.  Thank  you  very  much,  Mr.  Frederickson. 
Mr.  Wilkinson. 

STATEMENT  OF  ANTHONY  R.  WILKINSON,  PRESIDENT  AND 
CHIEF  EXECUTIVE  OFFICER,  NATIONAL  ASSOCIATION  OF 
GOVERNMENT  GUARANTEED  LENDERS,  INC.,  STILLWATER, 
OKLAHOMA 

Mr.  Wilkinson.  Thank  you,  Mr.  Chairman.  It  is  a  pleasure  to 
appear  before  you  today  to  discuss  the  7(a)  program.  We  are  con- 
fronted with  many  issues  today  and  these  issues  are  a  direct  result 
of  the  7(a)  program's  overwhelming  success. 

Since  the  early  1980s,  when  the  SBA  embarked  on  their  quality 
lending  initiatives,  the  program  has  become  a  well-respectea  prod- 
uct by  both  borrowers  and  lenders.  Today,  the  7(a)  program  is  a 
model  public/private  partnership  that  significantly  leverages  the 
guarantee's  small  investment  in  this  program.  Today,  the  SBA  loan 
programs  are  the  major  source  of  long-term  capital  for  small  busi- 
nesses in  this  country. 

As  has  been  mentioned  today,  the  program  has  faced  some  insta- 
bility this  year.  Because  of  the  funding  shortfall,  SBA  has  taken 
steps  to  limit  demand  and  this  means  many  small  businesses  now 
do  not  have  access  to  long-term  capital.  These  interruptions  in  the 
flow  of  capital  are  highly  disruptive  to  small  businesses  and  their 
employees  and  to  the  participating  lenders. 

I  hope,  through  today's  discussion,  we  can  focus  on  how  we  can 
provide  a  consistent,  stable  source  of  reasonably-priced  long-term 
capital  that  meets  the  level  of  demand  from  the  small  business  sec- 
tor. 

Earlier  this  year,  our  association  showed  that  we  were  willing  to 
participate  in  efforts  to  reduce  the  Government's  cost  to  the  pro- 
gram and  we  have  continued  to  show  a  willingness  to  work  with 
SBA  and  Congress  toward  our  common  goals,  but  the  administra- 
tion, through  its  Office  of  Management  and  Budget,  has  made  this 
a  difficult  task. 

Just  today,  when  Mr.  Lader  was  asked  a  question  about  the  per- 
formance of  the  portfolio  the  last  couple  of  years,  he  responded  that 
it  has  improved.  Ms.  Ryan  had  stated  that  the  problem  loan  cases 
had  declined  substantially.  I  question  why,  then,  in  the  fiscal  year 
1996  budget,  did  0MB  make  assumptions  of  a  worsening  in  that 
default  rate? 

We  have  had  these  kinds  of  questions  throughout  the  whole  sub- 
sidy rate  calculation  process.  Rather  than  rehash  any  more  of 
those,  I  would  just  ask  that  this  Committee  review  the  assump- 
tions used  by  0MB  in  the  7(a)  subsidy  model  to  ensure  that  they 
are  based  on  facts  and  that  they  fairly  present  all  available  infor- 
mation, both  positive  and  negative.  In  my  opinion,  0MB  must  be 
held  accountable  for  the  assumptions  that  they  use  so  that  future 
borrowers  are  not  unduly  penalized. 

As  we  examine  long-term  solutions  for  the  7(a)  program,  we  must 
keep  in  mind  that  most  of  the  funding  problems  today  are  there  be- 
cause the  program  is  succeeding.  Through  continued  program  im- 
provement, the  cost  to  the  Government  for  each  loan  has  been  re- 
duced in  half  in  just  the  last  couple  of  years,  and  we  believe  we 
can  continue  the  process  of  gradually  reducing  the  program's  cost. 
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while  at  the  same  time  expanding  the  amount  of  loan  funds  avail- 
able, hopefully  to  sufficient  levels  to  meet  the  anticipated  demands 
by  small  businesses,  and  we  believe  that  will  be  at  least  $13.5  bil- 
lion next  year  and  $15.5  billion  the  following  year. 

Assuming  a  sufficient  appropriation  level  that  will  meet  demand 
for  fiscal  year  1996,  the  industry  would  prefer  not  to  move  to  a  zero 
subsidy  rate.  We  believe  several  questions  need  to  be  answered  be- 
fore we  totally  get  out  of  the  appropriations  process.  Some  ques- 
tions center  around  0MB  accountability.  Other  questions  concern 
how  to  improve  the  default  and  liquidation  process.  We  also  need 
to  better  define  the  underwriting  standards  for  the  program. 

As  these  issues  are  reviewed,  the  mission  of  the  program  more 
defined,  and  further  efficiencies  are  attained,  we  believe  that  we 
could  move  out  of  the  appropriations  process  over  time  and  be  left 
with  a  program  that  would  be  a  stable,  consistent  source  of  reason- 
ably-priced long-term  capital  for  small  business. 

But  while  we  are  discussing  long-term  solutions  for  the  7(a)  pro- 
gram, we  need  the  Committee's  help  in  the  interim.  Many  qualified 
small  businesses  can  no  longer  access  the  7(a)  program,  due  to  the 
limitations  in  place,  and  I  am  not  confident  that  the  limitations  in 
place  today  will  be  sufficient  to  get  us  through  the  balance  of  the 
year.  That  could  mean  more  limitations,  and  as  a  result,  more  bor- 
rowers being  excluded  from  the  program. 

Accordingly,  we  ask  this  Committee  to  examine  some  short-term 
solutions  to  our  funding  problems  to  prevent  any  further  program 
limitations  and  to  hopefully  remove  the  limitations  currently  in 
place. 

Mr.  Chairman,  in  the  interest  of  time,  that  concludes  my  re- 
marks. I  would  be  happy  to  answer  any  questions. 

[The  prepared  statement  and  attachments  of  Mr.  Wilkinson  fol- 
low:] 


124 


STATEMENT  OF 

ANTHONY  R.  WILKINSON 

PRESIDENT  &  CHIEF  EXECUTIVE  OFFICER 

NATIONAL  ASSOCIATION  OF  GOVERNMENT  GUARANTEED  LENDERS 

Mr.  Chairmaji  auid  distinguished  members  of  this  Committee,  it  is 
again  a  pleasure  for  me  to  appear  before  you  to  discuss  the  Small  Business 
Administration's  7(a)  guaranteed  loan  program.  I  am  here  today  in  my 
capacity  as  the  President  of  the  National  Association  of  Government 
Guaranteed  Lenders  (NAGGL).  the  trade  association  representing  the  SBA  7(a) 
lending  industry.  Our  700  member  institutions  account  for  approximately 
70%  of  clII  the  SBA  7(a)  loans  that  are  approved  annually. 

Let  me  begin  by  saying  that  this  is  an  exciting  time  to  be  involved  with 
the  SBA  and  its  loan  programs.  Over  the  past  several  years,  the  SBA  and  the 
lending  community  have  provided  record  amounts  of  capital  to  the  small 
business  community.  The  SBA  has  done  an  excellent  job  in  bridging  the 
capital  gap  for  small  businesses;  but  there  is  still  much  to  do. 

We  all  recognize  that  small  businesses  are  an  important  part  of  the 
overall  effort  to  create  and  sustain  a  pattern  of  steady  economic  growth  and 
job  creation.  Without  the  success  of  small  business,  this  country  will  not 
have  a  sustained  and  widespread  economic  recovery.  And  without  capital, 
small  businesses  cannot  start,  grow  and  prosper,  and  create  jobs. 

In  my  letter  of  invitation,  I  was  specifically  asked  to  comment  on  the 
future  of  the  SBA  7(a)  program,  including  the  Administration's  modified 
budget  proposal  for  fiscal  year  1996.  I  was  also  asked  to  comment  on  how  to 
meet  current  year  loan  demand  within  the  fiscal  year  1995  budget  for  the 
SBA. 
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Bank  loans  continue  to  be  the  most  common  source  of  financing  for 
small  businesses.  But  bank  lenders  simply  cannot  make  large  volumes  of 
long-term  loans,  the  kind  most  needed  by  small  businesses,  when  their 
funding  source  is  short  term  deposits.  In  other  words,  you  do  not  borrow 
short  to  lend  long.  It  is  that  simple.  This  creates  a  capital  gap  for  small 
businesses  who  need  longer-term  capital. 

In  a  January  1995  GAO  report,  prepared  at  the  request  of  the  House 
Budget  Committee,  it  was  noted  that  the  SBA  7(a)  program  has  several  key 
attributes,  including: 

•  SBA  loans  are  more  likely  to  go  to  new  or  start-up  businesses  than 
are  commercial  loans.  For  SBA  loans  approved  in  FY  1994,  24%  went 
to  new  businesses; 

•  SBA  loans  have  gone  to  the  smallest  of  businesses.  The  average  size 
of  a  business  approved  for  an  SBA  loan  in  FY  1994  was  16  employees, 
and  half  the  businesses  had  fewer  than  7  employees; 

•  SBA  loans  are  the  primary  means  by  which  banks  access  the 
secondary  market  for  small  business  loans.  About  $2.1  billion  in 
SBA  7(a)  loans  were  sold  on  the  secondary  market  in  1994.  For  many 
banks,  selling  loans  on  the  secondary  market  is  a  key  part  of  their 
strategy  for  preserving  scarce  capital  and  making  more  loans; 
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•  SBA  loans  have  longer  maturities  than  commercial  bank  loans. 

The  average  (original)  maturity  of  SBA  loans  approved  in  FY  1994  was  almost 
11  years.  Almost  94%  of  FY  1994  SBA  loans  had  maturities  of  4  years  or 
more.  Only  16%  of  bank  C&l  loans  had  a  maturity  over  one  year.  Of  those 
C&I  loans  with  maturities  over  one  year,  the  average  is  45  months. 

These  last  statistics  illustrate  the  purpose  and  importance  of  the  SBA 
loan  programs.  The  GAO  reports  that  banks  made  approximately  $100  billion 
in  loans  to  small  businesses  (defined  as  loans  of  $1  million  or  less),  with  only 
16%,  or  $16  billion,  having  a  maturity  over  one  year.  The  SBA  made 
approximately  $8  billion  in  7(a)  loans,  with  an  average  maturity  of  eleven 
years,  and  approximately  $2  billion  in  504  program  first  mortgage  loans,  with 
a  minimum  maturity  of  10  years.  That  is  $10  billion  in  long  term  credit, 
provided  through  the  SBA  program,  out  of  $16  billion  in  bank  C&I  lending,  or 
approximately  60%.  As  you  can  see,  the  SBA,  through  its  loan  programs,  is 
the  major  provider  of  long-term  credit  for  small  businesses. 

During  the  past  decade,  reforms  in  SBA's  loan  programs  have 
dramatically  improved  the  efficiency  of  the  7(a)  program  and  sharply  reduced 
default  and  loss  rates.  For  instance,  the  SBA  has  streamlined  its  operations 
through  the  use  of  centralized  business  loan  service  centers  and  a  centralized 
preferred  lender  loan  processing  center.  These  efforts  should  create  economies 
of  scale,  while  at  the  same  time  improving  consistency  and  improving  the 
service  to  small  businesses. 
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Today  the  SBA  7(a)  program  is  a  model  public/private  partnership  that 
significantly  leverages  the  government's  small  investment  in  this  program. 
Unfortunately,  just  as  the  program  is  reaching  its  peak  efficiency,  budgetary 
pressures  threaten  to  damage  the  program  that  best- provides  long-term 
capital  to  small  businesses.  This  year,  demand  for  long-term  credit  would 
have  exceeded  our  appropriated  level  by  some  25%.  As  a  result,  SBA  has 
taken  steps  to  "limit  demand",  thereby  eliminating  the  SBA  as  a  financing 
source  for  many  credit  worthy  small  businesses. 

I  am  not  here  today  to  argue  whether  or  not  the  SBA  actions  were 
appropriate  in  attempting  to  "limit  demand".  I  think  today's  discussion 
should  focus  on  how  we  can  provide  a  consistent,  stable  source  of  reasonably- 
priced  long-term  capital  that  meets  the  level  of  demand  from  small 
businesses.  Earlier  this  year,  NAGGL  showed  that  we  were  willing  to 
participate  in  efforts  to  reduce  the  government's  cost  of  the  SBA  7(a)  program 
by  being  the  first  to  propose  program  changes.  And  we  have  continued  to 
show  a  willingness  to  work  with  SBA  and  Congress  toward  our  common  goals, 
but  the  Administration,  through  its  Office  of  Management  and  Budget  (OMB). 
has  made  this  a  difficult  task. 

OMB  has  routinely  modified  the  assumptions  used  in  the  model  to 
determine  the  subsidy  rate  for  the  7(a)  program.  Many  of  the  changes  made 
by  OMB  are  not  based  on  facts,  and  usually  ignore  any  positive  Information 
that  may  be  available.  For  instance,  at  a  recent  subsidy  rate  briefing  at  SBAj 
it  was  noted  that  the  SBA  is  undertaking  a  review  of  the  7(a)  portfolio  to  get 
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better  estimates  of  loan  default  and  recovery  rates.  First,  1  question  why  the 
Administration  did  not  wait  for  the  completion  of  the  study  so  that  factual 
data  could  be  used.  At  the  briefing,  it  was  disclosed  that  preliminary 
information  indicated  that  the  default  rate  was  not  as  bad  as  the  number 
used  in  the  subsidy  model,  but  the  recovery  rates  on  those  defaulted  loans 
was  not  as  good  as  estimated.  OMB  opted  only  to  recognize  the  negative  data 
on  the  recovery  rate.  Later  in  the  presentation  it  was  noted  that  OMB  had 
factored  in  a  90  basis  point  "cushion"  in  the  subsidy  rate  to  make  sure  the 
subsidy  rate  would  stay  below  zero. 

NAGGL  asks  this  Committee  to  review  the  assumptions  used  by  OMB 
in  the  7(a)  subsidy  model  to  insure  that  they  are  based  on  facts,  and  that 
they  fairly  present  all  available  information,  both  positive  and  negative.  OMB 
must  be  held  accountable  for  the  assumptions  they  use  so  future  borrowers 
are  not  unduly  penalized. 

As  we  excmiine  long-term  solutions  for  the  7(a)  program,  we  must  keep 
in  mind  that  most  of  the  funding  problems  today  are  there  because  the 
program  is  succeeding.  Since  the  early  1980's  when  SBA  embarked  on  their 
quality  lending  initiatives,  the  program  has  become  a  well  respected  product 
by  both  lenders  and  borrowers.  Through  continued  program  improvement,  the 
cost  to  the  government  for  each  loan  has  been  reduced  in  half  in  just  the  last 
couple  of  years.  And  we  believe  we  can  continue  the  process  of  gradually 
reducing  the  program's  cost,  while  at  the  same  time  expanding  the  amount  of 
loan  funds  available,  hopefully  to  sufficient  levels  to  meet  the  anticipated 
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demands  by  small  businesses  of  $13.5  and  $15.5  billion  for  fiscal  years  1996 
and  1997,  respectively.  (These  estimates  are  higher  than  the  authorized  levels 
for  those  years). 

Assuming  a  reduced,  yet  sufficient,  appropriation  level  that  will 
meet  demand  for  fiscal  year  1996,  the  industry  would  prefer  not  to  move  to 
a  zero  subsidy  rate.  We  believe  several  questions  need  to  be  answered  before 
we  totally  get  out  of  the  appropriations  process.  Some  questions  center 
around  OMB  accountability  as  mentioned  before.  Other  questions  concern 
how  to  improve  the  default  and  liquidation  process.  We  also  need  to  better 
define  the  underwriting  standards  for  the  program.  As  these  issues  are 
reviewed,  the  mission  of  the  program  more  defined,  and  further  efficiencies  are 
attained,  we  believe  that  could  move  out  of  the  appropriations  process  and  be 
left  with  a  program  that  would  be  a  stable,  consistent  source  of  reasonably 
priced  long-term  capital  for  small  business. 

One  issue  NAGGL  would  like  to  raise  is  the  ability  for  depository 
institutions  to  fully  participate  in  securitizing  the  unguaranteed  portions  of 
SBA  loans.  To  date,  SBA  has  only  allowed  non-bank  lenders  to  fully 
participate  in  such  transactions,  as  noted  in  13  CFR  §120.301-7,  a  copy  of 
which  is  attached.  With  the  average  guarantee  percentage  declining,  it 
becomes  more  difficult  for  bank  lenders,  who  are  primarily  funded  by  short- 
term  deposits,  to  put  more  of  their  resources  into  long-term  loans.  This 
change  would  allow  bank  lenders  to  access  a  new  funding  source. 
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From  the  regulation,  please  note  that  the  ultimate  risk  of  loss  on  the 
unguaranteed  portion  must  continue  to  be  borne  by  the  lender.  We  agree 
with  this  provision.  We  are  not  trying  to  shift  the  credit  risk,  but  rather  we 
are  looking  for  ways  to  hedge  the  funding  risk. 

To  date,  SBA  has  allowed  only  the  non-bank  lenders  to  securitize  100% 
of  the  unguaranteed  portion.  We  believe  bank  lenders  should  also  be  allowed 
to  participate  at  the  same  level,  and  we  seek  the  support  for  this  change  from 
the  Committee. 

NAGGL  commends  the  Chair  and  the  other  members  of  the  Committee 
for  your  past  support  of  the  SBA  loan  programs,  and  we  urge  increased 
support  now  as  the  small  business  sector  plays  a  most  important  role  in 
these  economic  times.  We  must  find  ways  to  encourage  the  entrepreneurial 
spirit,  encourage  people  to  go  into  business  and  create  jobs,  develop 
technology,  employ  people  and  generate  tax  revenues.  One  way  is  to  continue 
your  support  of  the  SBA  loan  programs  so  that  we  can  provide  much-needed 
long-term  capital  to  small  businesses.  On  behalf  of  NAGGL  members,  1  thank 
you  for  this  opportunity  to  again  come  before  this  Committee. 
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{ 120^01-7    FinanciiigB  by 

nondepository  lenders. 

(a)  A  Nondepository  Lender  may 
piedg'e  the  notes  evidencing  loans  or 
fmpni-.'ng-K  (hereinafter  collectively 
ioajis).  a  portion  of  the  repayment  of 
which  are  guaranteed  by  SBA.  or  trans- 
fer for  vaiue  the  ungTiaranteed  portions 
of  loans,  a  portion  of  the  repayment  of 
which  are  gnaranteed  by  SBA,  if  SBA 
gives  its  prior  written  consent  to  such 
pledging  or  transfer.  In  order  for  SBA 
to  exercise  its  discretion  under  this 
section,  the  Lender  must  be  financially 
secure  and  must  presently  be,  and  his- 
torically have  been,  substantially  in 
compliance  with  SBA's  regulations  and 
any  other  applicable  state  or  Federal 
statutory  or  regulatory  requirements. 
SBA's  written  consent  to  each  such 
transaction  will  be  given  in  SBA's  sole 
discretion,  and  will  be  given  only  if  the 
following  conditions  are  agreed  to  in 
writing  by  SBA.  the  Nondepository 
Lender  and  all  third  parties  whose  in- 
terests are  involved  in  such  a  trans- 
action: 

(1)  The  Lender  of  the  loans,  SBA  or  a 
third  paj"ty  custodian  agreeable  to 
SBA.  will  hold  all  pertinent  loan  in- 
struments as  defined  by  13  CFR  120.200- 
2  ajid  SBA's  blanket  Guaranty  Agree- 
ment (SBA  Form  750),  and  the  Lender 
will  continue  to  service  the  loans  after 
the  pledge  or  transfer  is  made. 

(2)  The  ultimate  risk  of  loss  on  the 
ungua.ranteed  portions  must  continue 
to  be  borne  by  the  Lender.  The  Lender 
of  the  loans  will  continue  to  retain  an 
economic  risk  in  the  unguaranteed  por- 
tions. Retention  of  such  economic  risk 
must  be  demonstrated  to  SBA's  satis- 
faction. Such  demonstration  may  in- 
clude, but  is  not  limited  to.  agreement 
to  the  following  undertaking; s)  and 
must  be  sufficient  in  SBA's  sole  discre- 
tion to  satisfy  SBA's  requirement  that 
the  Lender  remains  at  economic  risk 
for  the  unguaranteed  portions: 


(i)  In  the  case  of  a  sale  of 
unguaranteed  portions: 

(A)  establishment  of  a  sufficient  re- 
serve fund:  and/or 

(B)  retention  of  a  sufficient  level  of 
insurance:  and/or 

(C)  agreement  to  reacquire  any 
unguaranteed  portion  of  a  guaranteed 
loan  or  the  note  evidencing  an  SBA 
guaranteed  loan  if  the  underlying  loan 
goes  into  default  pursuant  to  SBA's 
regulations. 

(ii)  In  the  case  of  a  pledge  of  notes, 
retention  by  the  lender  of  all  economic 
interest  in  the  unguaranteed  portion  of 
any  loans  which  the  notes  evidence. 

(3)  SBA,  the  Lender  and  all  reievaunt 
third  parties,  as  determined  by  SBA  in 
its  sole  discretion,  must  enter  into  a 
■written  agreement  satisfactory  to  SBA 
under  which  SBA's  interest  as  guaran- 
tor of  the  subject  loans  is  acknowl- 
edged and  all  relevant  third  paxties 
agree  to  recognize  and  uphold  those  in- 
terests pursuant  to  the  Small  Business 
Act,  the  regulations  promulgated 
thereunder  and  the  contractual  provi- 
sions under  which  SBA  agreed  to  guar- 
anty the  loans  (SBA  Form  750). 

(b)  For  purposes  of  this  regulation 
the  term  Nondepository  Lender  shall 
mean  one  of  the  following  two  types  of 
Loan  Participant  as  that  term  is  de- 
fined at  13  CFR  120.300: 

(1)  Small  Business  Lending  Company 
regulated  by  SBA;  or 

(2)  Busmess  and  Industrial  Develop- 
ment Company. 

[57  FFw  62476.  Dec.  31,  1992] 
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THE  JOPIIN  ClOBE 


>t-<m     ZiSIS    tiJTT 


APRIL  4, 1995 

Bacon's 


•BA  office  targeted  for  closure 


Spnngfield  office 
pumps  millions 
into  area  economy 


CARTHAGE.  Mo.  —  KaiT' 
^.^ew  Greenhouse  has 
been  rooied  here  for 
nearly  a  century,  but 
Larry  Hartman  hasnl 
l.irvoiTcn  u-aiching  it  nearly  with- 

.\I\er  bu>ing  the  greenhouse  in 

"'-^.  ihe  wholesajer  saw  potentiaJ 

■^    r.'j  undercut  by  an  ineBiGeni 

:'jig  s>'Stem  he  said  wasted  half 

:,.  -very  doUar  he  speni  on  namraj 

To  siem  the  losses,  Harunan 
■'."n  a  S300.000  loan  from  Spnrtg- 
■';0:C  s  Small  Dusiness  Administra' 
I'on  ofl^  msialled  a  new  heaCL-^g 
fvsiftn  60  percent  more  efficieni 
■har.  iis  predecessor. 

And  his  proOls  sprouted.  Sug- 
cesnng  his  p-eenhouse  posted 
roufchiy  S900.000  in  sales  dunng  his 
fji-si  year  there  *  Hartman  expects 
tu  peddle  S7i  million  m  products 

Without  the  SBA  loan, 
H-ouJrtnl  have  happened."  Han- 
xan  sajd  "We  wouldn  i  be  prorit 
able   w>  wouldn't  be  here." 

Ironically  ils  the  greenhouse's 
sanor  now  faong  the  ax. 

Streamlining   government 

pidn  10  srr«unline  government  has 
:?."?eied  Springfield's  SBA  office  io 
c.rse  under  an  efTon  to  cut  the 
r.a::onaJ  agency's  tiudgft  by  rou^ 
'.}  _/>  perrcni  over  five  years. 

.1?  possible  closure  would  force 
biTLks  to  seek  approval  of  loar 
rj.VjCuees  from  the  Kansas  City 
o.:ice  of  the  SBA,  which  makes 
'o-vis  to  small  companies  that  are 
t:r.iLble  10  t"*'  fmanctng  ft-om  pn 
-ate  sources  on  reasonable  terms 
A.-^a  banners  acrustomed  to 
uc:-wnali2ed.  su-Ul  acuon  by  repre- 
**.-i:anves  of  the  Spnngfield  ofTice 
c  ??■.■:  slower  responses  on  loan 
>-:jefts  from  the  larger  bureauc- 
of   Its   disianl    Kansas  Ciry 

anQcipate  that 


GiotieOwi'ies  Snow 


"Wllhoul  the   SBA 


uldn't  be  proMtable.  We 


A. 


.rea  bankers  accustomed  to  personalized, 
swift  action  by  representatives  of  the  Springfield 
office  expect  slower  responses  on  loan  requests 
from  the  larger  Kansas  City  office. 


SBA 


swlllb 


1  this  a 


stnth  the 

>s   consobdaDon,   said   Jim 
of  Spnni^ieJd  s  11-worker 


Elects  in  Joplin   ai 
-    assessing    the 

^ -:-:■. irfield  office,  consider  that  il 

■  NlaJ^es  more  than  five  times 
tj  T.a.-iv  loans  as  the  agency  s 
v.-:ro~  ofTice  while  postuig  one  of 

?  low-est  delinquency  rates  —  the 
..::er  perhaps  because  of  theL- 
r^-ii.-j.-'.ry  >.ith  area  banks. 

■  Issued  "^  loans  from  October 
."  ■n.-Dugh  last  September  totaJ- 

!'.56  million  to  the  Southvest 


Missouri  counnes  of  Jasper.  New- 
ton. McDonald.  Barr>'.  Uanoa 
Lawrence.  Dade  and  Veman  In 
Barry  County  alone  during  tlial 
sp.Tn.  the  office  isrjori  2fi  loans 
worth  SS6  milboa 

"I'm  sure  pan  of  the  economic 
rtcvcloimwnt  wcv-c  -.\iirn^r>iT.'d  ui 
Sprint-field  and  Jopbn  is  because 
of  a  close  SDA  ofTice  thai  gives  us 
umely    (loan)   appro\-aJ."   a    local 

They  know  us  on  a  oneiooiic 
(and  oflcn  first-name)  ba.-ii.^^"  sajd 
Jim  Bracht.  presidcni  of  fJoDi' 
men's  Bank  of  Southwest  Mytsou 
rl  -|n  Kansa.^  Ciiv.  voti  d  pmbablv 
hove  10  flea!  v^tth  a  dJfci-cm  (SBA) 
ofTicer  each  dav." 

The  K.C.  altemalive 

Feai-uiE  thai  [he  Charks  econo- 
my could  sufTer  through  n-.-ylect  by 
his  Kansas  Cir>'  colleagues.  CofTey 
offers  pmof  Vernon.  Si  Clair. 
Benton  and  Morgan  couTines  were 
under  Kansas  City's  SBA  domain 
until  being  assigned  to  Spnngfield, 


"In  the  first  year  wc  had  those 
counties,  wc  increased  (loans  is- 
Micd  ilicrc)  by  SX)  percent."  CnlTcy 


1  bankci-s  and  rtoini;  n  lot  of 
he  vud 
1  County.  Coffey  s  of 


watch.' 


p  four  loans  for 
lie  iireMoiis  year  there 
;    KaiL-vw    Citv    SBAs 

wll    firms  "had   almost 


"  CofTe; 
Political  implications 

Tlic  nniimsrd  sicnmhning  will 
L>c  rcvK-wi-d  bv  tilt  .Scn;ites  Small 
Buimess  Oimmiiicc  headed  by 
U.S  Sen  Chnstophcr  Bond,  a 
Mi-jwiiin  Rcpublitan  who  oould 
challenge  the  efToa   his  spokes- 


-His  bic  1 


1  Mondav. 


;  thai 


.     should    „., „ 

iiegntivcly  impacl  small  businesses 
ihai  rely  on  SBA  for  assistance" 
Cnthcnne  Kaliniak  said 


Area  SBA  loans 

Here  is  a  look  at  the  amount  ot  Small  Business  AOminisira- 
tion  loans  in  neaftiy  counties  m  1993,  These  dgures  do  noi 
include  physical  disaster  loans  or  surely  guarantees,  which 
residents  of  a  (ew  counties  received, 

Mfssoun;                                                                            Mif-oic. 

Barry 
Barton- 
Dade. 
Jasper 
Lawrence; 
Newton:  " 

Kansas: 



SI  Q  ni.l..'ir. 
5585.000 
S29.000    1 
$4.5  million    1 

SI  2  million 
ji  lO.oon 

Kansas   | 

51  jr,.;ra-   1 
590.000    1 

52  ,  ,.,...„n    1 

_  .O..n.^    j 

5125^^- 
S22.5i.'0    1 

Cherokee: 
Crawford: 
Labetie; 

Oklahoma- 

Delaware 

Onawa: 

TOTAL  S13.6  Million 
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IHElFiVS-taOER 


Hf.m  7>,  1595 


Springfield  SBA  facing  closure 


A  lun  tram  the  SurtngflBld  SBA  OfflCB  lel  Ptiil  Wilbur  gel  his  Uw  officers  Equipmenl  Company  up  and 
.running.  Without  ttlem,  I  wouldn't  be  in  business."  Wilbur  said.  "Bantts  anymore  are  so  tight  tfiey  won't 
'can  you  money."  Wilbur's  business  s  at  2005  £  Kearney  SL 


Tlie  Mgh-perfonnbig  office  is  likely  to 
be  sacrificed  under  Qintoii  's  proposal. 

PatTy  Canirell  /  News-Leader 


The  federal  budget  ax  fell  hard 
Tuesday  on  Springfield's  active 
Small  Business  Adminislration 
branch  oiTice.  which  is  targeied  for 
shutdown  under  the  CUnton  ad- 


tion  plan  un- 

vcDed  Monday  for  cutting  the  na- 
bonaJ  agency's  budget  by  nearly  30 
percent  over  Qve  years  and  con- 
solidating field  operations. 

James  Holstem  of  Citizens  Na- 
tional Bank  of  Springfield  is  con- 
cerned the  Ozarks  economy  will 


uffer  when  banks  ha' 


)  go 


through  a  centralized  Kansas  City 
office  to  approve  loan  guarantees. 

There  will  be  loans  not  made  be- 
cause SBA  won't  be  here  on  the  spot 
10  help  us  make  those  decisions." 

He  adds  the  Springfield  office 
shows  up  consistently  in  the  top  10 
of  the  nation's  82  district  and 
branch  offices  in  terms  of  overall 
performance  because  "they  don  t 
act  like  bureaucrats.  They  want  to 
get  the  job  done." 

Mary  Barnes.  owTier  of  the  local 
Vita-Erb  personal  care  products 
company,  says:  'The  people  her? 
just  r«aily  do  care." 

They  also  do  more  work  than 
most  SBA  officers.  Springfield's  11- 
person  staff  makes  more  than  Ave 
times  as  many  loans  as  the  agen- 
cy s  average  office  and  posts  one  of 
the  lowest  delinquency  rates. 

PhiJ  WUbur.  owner  of  Uw  Offi- 
cers Equipment  Co .  says  Clinton 
will  be  making  "a  big  mistake '  iX 
the  Ozarks  economy  is  cut  off  from 
a  vita]  loan  resource  to  small  bust- 


Springfield  SBA 
loan  guarantees 

» loan  fw  ewry  45 


7  ev«y  ZS  bustneues  r  ^  area. 


"199  C?I:199rihi993'!  1994- 


■  465  fien  |COs  ceiad  ■    ;_    - 
'S8Artjta^ln«l9B2    '■-■   '    -• 

1 3.342  loans  loialng  over  &500  mfion. 

■  3,tX)0newjo^aealBd„  - .  . 


"I  think  it's  stupid,  to  put  it  mdd- 
ly.  if  they're  covering  Ihat  many 
counaes  and  doing  so  well." 

Wilbur  says  his  retail  store 
wouldn't  have  received  loans  to 
start  up  and  expand  *^lhout  SBA 
guarantees. 

A  spokeswoman  for  US.  Sen. 
Christopher  Bond  sa)-s  the  Missouri 
Republican  has  "senous  concerns" 
with  the  administration's  plans  and 
IS  working  on  his  own  streamlining 
plans  as  chairman  of  the  Senate's 
Small  Business  Comnu  nee- 
She  adds  Bond  is  especially  cnti- 
cal  of  a  Clinton  plan  lo  pay  for  the 
SBA  guarantee  program  by  raisuig 
inieresl  raics  to  small  borrowers. 
Holstem  says  no  one  doubts  the 
SBA.  known  for  its  complicated 
processes,  has  room  to  downsize. 
"But  the  way  they're  doing  it 
makes  no  sense  at  all." 
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IKE lEDGEB 

Cm-  (I)    7/.6n(Sl    94  1?2 

MARCH  !0, 1995 

Bacon's 


iGue.st  Coiurmi 


THOMAS  L  WILSON 


Some  programs  work 

It  would  be  bad  mistake  to  kill  SBA  loan  guarantees 


Big  changes 
are  in  store 
from  Wash- 
ington now  that 
the  Republicans 
have  taken  con- 
trol of  both  houses 
of  Congress.  The 
GOP  is  already 
taking  several 
steps  —  including 
cutting  spending, 
■■'■^^^^™"^"  eliminating  pro- 
grams, reducing  entitlements  and 
balancing  the  budget  —  to  meet  its 
mandate  of  fostering  increased  eco- 
nomic growth. 

These  are  all  admirable  goals,  and 
there  is  plenty  of  room  to  trim  waste 
and  make  government  run  more  effi- 
ciently. But  as  incredible  as  it  may 
seem  to  some  people,  there  arc  a 
handful  of  government  programs 
that  work  e.xtrcmely  well,  playing  a 
much-needed  role  in  the  US  econo- 
my. They  merit  continuation  to  help 
meet  the  Republican  objectives. 

An  e.xcellent  e-itample  is  the  U.S. 
Srnall  Business  Administration  s  7(a) 
General  Loan  Program.  Through  the 
7(a)  program,  the  SBA  provides  one 
of  the  most  effective  uses  of  federal 
dollars  of  any  government  agency. 
In  fiscal  year  1994,  which  ended 
last  Sept.  30.  the  7(a)  program  used 
its  appropriations  of  $170  million  to 
pump  more  than  S7.8  billion  in  pri- 
vate sector  loans  into  the  economy. 
This  is  enough  money  to  create  or 
retain  well  over  200.000  jobs  in  just 
the  past  year.  In  Polk  County  alone, 
25  SBA  7(a)  loans  totaling  $11.7  mil- 
lion were  made  during  1994  and  1995 
to  date.  Those  loans  led  to  creation  of 
547  local  jobs. 

Such  remarkable  return  on  invest- 
ment is  made  possible  through  the 
public-private  partnerships  forged 
by  the  7(a)  and  similar  loan  guaran- 
tee programs.  Under  the  7(a)  pro- 
gram, the  government  does  not  make 
loans  directly  to  small  businesses, 
but  guarantees  a  portion  of  loans 
made  by  banks  or  other  lending  insti- 
tutions. Government  appropriations 
are  used  only  as  a  reserve  for  de- 
faulted loans  and  to  cover  the  admin- 
istrative costs  of  running  the  agency. 


Vie  government  does  not  make  loans .  .  . 
Government  appropriations  are  used 
only  as  a  reserve  far  defaulted  loans  and 


to  cover  the  administrative  costs  of 


running  the  agency. 


And  with  a  careful  screening  pro- 
cess ensuring  that  the  loan  guaran- 
tees only  go  to  qualified,  deserving 
small  businesses,  the  7(a)  program's 
loan-loss  rate  consistently  hovers 
around  2  to  3  percent,  as  good  or  bet- 
ter than  most  standard  commercial 
loans. 

This  should  be  just  the  type  of  pro- 
gram that  Republicans  love  —  a 
small  investment  for  a  big  result.  In 
fact,  the  SBA  itself  was  created  40 
years  ago  by  the  Eisenhower  admin- 
istration, a  stalwart  of  the  Republi- 
can Party. 

Unfortunately,  some  ultra-conser- 
vative groups  such  as  the  Heritage 
Foundation  have  lumped  the  SBA  to- 
gether with  other  government  agen- 
cies (hey  consider  leading  candidates 
for  the  chopping  block  under  the  Re- 
publican-controlled Congress. 


In  a  recent  editorial  published  in 
newspapers  across  the  country. 
Heritage  fellow  Scott  Hodge  pro- 
claimed that  the  SBA  "has  had  little 
or  no  demonstrable  impact  on  small- 
business  development." 

Not  only  does  this  statement  show 
a  substantial  lack  of  understanding 
of  the  economic  impact  of  the  SBAs 
guaranteed  loan  programs,  it  points 
to  an  even  greater  ignorance  of  the 
concerns  and  needs  of  small  business 
in  America.  Even  if  Mr  Hodge  has  a 
problem  with  a  government  program 
that,  according  to  a  1992  Price 
Waterhousc  study,  generates  a  250 
percent  return  on  each  dollar  allocat- 
ed, I  would  invite  him  to  try  lo  ex- 
plain his  assertion  to  the  more  than 
36,000  small  businesspeople  who 
were  recipients  of  SBA-backed  loans 


last  year  alone. 

Without  the  government  guaran- 
tees, most  lenders  would  be  unwilling 
to  make  these  small  business  loans, 
with  such  favorable  terms  and  condi- 
tions. The  sweeping  banking  industry- 
reforms  enacted  by  Congress  after 
the  savings  and  loan  crisis  of  the 
1980s  brought  commercial  lending  tO' 
a  virtual  standstill,  particularly  for 
small  businesses. 

Like  it  or  not.  the  infamous  "credit 
crunch '  is  alive  and  well  for  the 
small  businessperson.  This  may  help 
explain  why  —  :n  conjunction  with 
the  administrative  streamlining  and 
the  addition  of  a  number  of  creative 
new  loan  guarantee  profjrams  that 
have  taken  place  within  the  SBA  in 
recent  years  —  demand  for  SBA- 
backed  loans  is  soaring  among  busi- 
nesses and  lenders  alike.  The  SBA  is 
already  estimating  that  the  total  loan 
demand  for  the  7(a)  program  could 
surpass  S9  billion  in  fiscal  year  1995. 

All  in  all.  the  numbers  generated 
by  SBA-backed  loans  mav  not  seem 
that  significant  in  a  multitrillicn-dol- 
lar  economy.  But  I  don't  think  any  of 
the  thousands  of  communities  served 
by  these  small  businesses  (or  the  hun- 
dreds of  thousands  of  people  with 
good  jobs  right  now  as  a  direct  result 
of  these  loans)  are  going  to  be  ques- 
tioning the  program's  merit. 

In  tact,  with  its  successful  track 
record  for  creating  jobs,  generating 
tax  revenues  and  boosting  the  econo- 
my, the  SBA  7(a)  loan  guarantee  pro- 
gram may  be  one  government  ap- 
proach worth  expanding. 


Thomas  L.  Wilson  is  president  and 
chief  executive  officer  of  Southern 
Commerce  Bank  In  cast  Tampa. 
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SBA,  Congress  Proposes  Raising  Fees 
In  Bid  to  Rescue  Agency  s  Loan  Program 


By  Michael  Sklz 

staff  Reponer  o/The  Wall  Streitt  Journal 

Congress  and  the  U.S.  Small  Business 
Administration  have  intensified  efforts  to 
ease  a  worsening  budget  crisis  In  the 
agency's  flagship  loan-guarantee  pro- 
gram. 

To  help  the  agency's  so-called  7(a)  loan 
program  cope  with  overwhelming  demand 
for  loans,  lawmakers  and  the  SBA  have 
announced  plans  that  would  reduce  the 
j  program's  guarantee  rates,  raise  its  lees 
and  eliminate  its  guarantees  for  certain 
loan  refinancings. 

The  $4.6  billion  in  loans  that  the  SBA 
guaranteed  during  the  first  six  months  of 
the  fiscal  year  ending  Sept.  30,  1995,  was 
31%  greater  than  during  the  year-earlier 
period,  the  agency  said.  At  that  level  of 
lending  activity,  the  SBA  projects  that  it 
will  exhaust  the  program's  fiscal  1995 
funding  by  Aug.  17. 

"Current  demand  for  7{a)  loans  and  the 
funds  available  to  guarantee  those  loans 
clearly  are  on  a  collision  course,"  said 
Rep.  Jan  Meyers,  the  Kansas  Republican 
who  chairs  the  House  Small  Business  com- 
mittee. A  spokesman  for  the  committee 
said  resolving  the  budget  crisis  "is  abso- 
lutely a  priority." 

Rep.  Meyers's  bill  proposes  cutting  the 
government-guaranteed  portion  of  most  of 
the  loans  the  SBA  backs  to  75%  from  the 
current  maximum  of  90%.  The  legislation 
also  would  increase  a  guarantee  fee  that 
borrowers  pay  to  2%  of  the  gross  amount  of 
the  loan  from  2%  of  the  loan's  guaranteed 
portion. 
Limit  on  Reflnancing;  Debt 

Meanwhile,  the  SBA  said  that  it  will 
cease  guaranteeing  loans  whose  purpose  Is 
to  refinance  debt  to  lower  interest  pay- 


ments or  lengthen  repayment  periods. 
Such  loan  refinacings  account  for  16%  of 
the  agency's  loan-guarantee  activity.  The 
new  restriction,  which  takes  effect  May  15, 
excludes  the  refinancing  of  revolving  lines 
of  credit  and  loans  from  suppliers,  the 
agency  said. 

The  new  SBA  restriction  on  refinanc- 
ings is  the  second  attempt  this  year  to  curb 
loan-guarantee  demand.  On  Jan.  I,  the 
agency  capped  at  $500,000  the  size  of  most 
loans  it  backs.  No  such  limitation  pre- 
viously existed. 

The  announcement  of  the  new  restric- 
tion, like  the  timing  of  the  previous  one, 
gave  business  owners  with  loan  applica- 
tions pending  less  than  two  weeks  to  react. 
And  as  before,  many  were  caught  off 
guard. 

"1  think  the  whole  small-business  com- 
munity is  shocked."  said  Linda  Pinson, 
owner  of  a  Tustin.  Calif.,  publishing  and 
software  concern  and  a  member  of  an  SBA 
regional  advisory  council.  The  message 
SBA  is  sending  to  loan  applicants  is  "you 
better  do  it  now  or  you  can't  do  it  at  all," 
she  added. 

At  a  meeting  late  last  week  of  members 
of  the  National  Association  of  Government 
Guaranteed  lenders  in  New  Orleans,  SBA 
Administrator  Philip  Lader  said  the  new 
restriction  underscores  the  need  for  "swift 
congressional  enactment  of  the  Presi- 
dent's reinvention  plan  for  SBA." 
Costly  Hunches 

But  the  association's  president,  An- 
thony Wilkinson,  says  President  Clinton's 
most  recent  plans  for  the  7(a)  loan  pro- 
gram rely  "on  hunches  that  are  going  to 
cost  borrowers  a  lot  of  money." 

Mr.  Wilkinson  said  that  the  administra- 
tion's latest  proposals  call  for,  among 


other  things,  substantially  bigger  fee  in- 
creases than  those  favored  by  both  lenders 
and  lawmakers.  He  said  the  increases 
could  add  $50,000  in  fees  a  borrower  would 
pay  over  a  20-year,  5500,000  loan.  The 
SBA's  Mr.  Lader  has  said  the  increases 
fairly  reflect  the  loans'  true  cost  and 
assure  "continued  access  to  capital  for 
small  busmesses." 

Mr.  Wilkinson,  referring  to  the  efforts 
to  fix  the  program's  budget  woes  for  the 
remainder  of  this  fiscal  year,  said:  "We're 
hopeful  these  are  the  last  steps  they'll  have 
to  take,  but  that  remains  to  be  seen." 
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SB  A' loan 
Programs  Help 
Bridge  The  Gap 


From  the  California  Bankers  Association 


As  the  fite  of  die  U.S.  Small 
Business  Administration 
becomes  a  likely  issue  of  dis- 
cussion in  the  new  Congress,  Sriiall 
Business  Committee  chairwoman 
Jan  .Meyers  (R-KS)  has  called  for  a 
'cop-to-bottom  review'  of  all  SBA- 
administered  programs.  Meyers, 
whose  committee  was  targeted  for 
elimination  as  members  of 
Congress  called  for  the  rcorganiza- 
don  of  the  SBA,  visualizes  a'niore 
advocacy-oriented  role  '  for  the 
agency  but  said  that  eliminating  it 
alltogether  would  be  a"  mistake'  ' 
While  some  maintain  that  SBA 
programs  represent  a  needless  mtru- 
sion  of  government  into  the  mar- 
ketplace, advocates  argue  that  small 
businesses  play  a  critical  rolcjn  the. 
U.S.  economy.  SBA  loan  programs 
help  to  bridge  the  capital  gap 
between  small  and  large  businesses 
by  supplying  available,  affordable 
capital  for  growth,  expansion  and 
employment.  Last  year,  sixty  per- 
cent of  Americans  earned  their  liv- 
ing from   the   nation's   21    million 


small  businesses,  and  small  busi- 
nesses created  80  percent  of  the 
year's  new  jobs. 

Congressional  review  comes  at  a 
dmc  when  many  SBA  lenders  arc 
expressing  deep  concerns  about  new 
limits  imposed  on  the  agency's  flag- 
ship product,  the  7(a)  guaranteed 
loan.  An  andcipated  windfall  in 
loan  demand  threatened  to  deplete 
the  fund's  loan  pool  by,  mid-sum- 
mer, prompting  agency  officials  to 
lower  the  ceiling  on  qualifying 
loans  tO'  $500,000.  Previously, 
loans  of  any  amount  could  be  con- 
sidered, although  the  agency  would 
only  guarantee  up  to  $750,000. 

Lenders,  citing  plummering  loan 
loss  rates  and  low  actual  dollar  loss- 
es, praise- the  :7 (a) 'program  as  both 
an  effecrivc  way  to  "meet  the  credit 
needs  of  small  businesses  and  an 
effective  use' of  federal  funds.  In 
1994,  $170  million  in  7(a)  appro- 
priadons  were  parlayed  by  about  35 
to  I  into  a  record-setdng  $7.8  bil- 
lion in  actual  private  sector  loans. 

By    affording    deserving    small 


businesses  the  credit  they  need  for 
growth  and  expansion,  SBA  loan 
programs  contribute  to  the  econo- 
my at  a  rate  that  far  exceeds  any 
cosn  associated  with  the  program. 
Last  year,  the  SBA  approved  loans 
to  36,500  small  businesses,  widi  an 
impressive  95  percent  of  borrowers 
regularly  making  their  monthly 
loan  payments. 

The  SBA  estimates  that  loans 
made  through  their  programs  last 
year  provided  enough  capital  to  cre- 
ate or  retain  about  200,000  jobs. 
This  translates  not  only  into 
increased  jobs,  sales  revenues  and 
payrolls,  but  also  pumps  tax  dollars 
into  federal,  state  and  local  govern- 
ment coffers. 

Thus,  although  it  may  be  too 
early  to  tell  what  the  final  result  will 
be,  many  maintain  that  the  SBA  has 
been  a  good  investment  for  the 
country  as  well  as  an  invaluable 
source  of  small  business  financing, 
particularly  important  for  reces- 
sion-hit areas  like  California.        /> 
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SB  A  changes  will  hurt  business 


A  RECENT  QUIET,  UNHERALDED  CHANGE  by 
the  U.S.  Sgiall  Business  Administration  (SBA)  is 
having  a  loud,  dramatic  impact  on  businesses  in 
New  England. 

I  am  referring  to  the  SBA's  surprise  announce- 
ment to  cut  the  size  of  loans  it  guarantees  to  small 
businesses.  Under  this  new  policy,  the  SBA's  flag- 
ship "7(a)  Loan  Guarantee  Program''  now  limits  the 
size  of  loans  eligible  for  support  to  $500,000.  Prior  to 
this  chanye,  qualifying  loans  of  any  size  could  re- 
ceive up  to  $750,000. 

Is  this  just  an  administrative  change  that  is  only 
interesting  to  bureaucrats?  Not  at  all. 

In  fact;  the  7(a)  is  the  SBA's  most  successful  and 
essential  service.  Its  use  has  soared  in  recent  years. 
Between  fiscal  1991  and  1994,  the  value  of  loans 
generated  under  7(a)  more  than  doubled. 

And  that  is  the  problem.  The  SBA  7(a)  has  been  so 
successful  that  it  is  projected  to  exceed  its  budget- 
ary level  by.  J1.6  mUIion  by  September  1995.  Only 
immediate  action  by  federal  legislators  can  restore 
the  program  to  its  most  productive  form.  As  New 
England's  largest  lender  under  this  program,  our 
bank,  has  loaned  more  than  $101  million  since  1991  to 
companies  that  employ  over  4,500  people.  - 

The  7(a)  program  enables  banks  to  provide  signif- 
icantly more  credit,  and  with  longer  payback  terms, 
than  would  be  possible  without  SBA  support. 
.'  For  small  business  owners,  this  SBA  program 
means  that  more  funds  are  available  for  new 
equipment,  plant  expansion  and,  most  importantly, 
job  creation.  They  use  the  SBA  guaranteed  loans  to 
purchase  buildings  where  they  do  business,  to  up- 
grade and  expand,  to  perform  defense  conversions, 
and  to  gear  up  to  enter  export  markets.  . 

Which  businesses  will  be  hurt  by  these  new  lending 


limits?  Our  typical  SBA  borrower  is  a  family-owned 
manufacturing  company  employing  10  to  100  people. 
These  are  the  companies  hit  hardest  by  the  recent 
"credit  crunch"  and  whose  growth  is  fueling  our 
region's  current  recovery. 

We  in  New  England  have  an  enormous  stake  in  the 
continued  success  of  the  SBA  7(a)  program.  With  the 
high  price  of  real  estate  in  the  Northeast,  a  $500,000 
ceiling  on  loan  guarantees  means  local  businesses 
won't  be  able  to  afford  to  purchase  their  own  build- 
ings. Nor  will  they  be  able  to  retool  as  easily  for 
export  markets  or  maintain  the  skilled  labor  force 
that  is  the  trademark  of  New  England. 

It  is  ironic  that  the  reason  for  the  SBA's  restrictive 
loan  Jimit  is  the  program's  ownjsuccess.  How  many 
of  Washington's  other  programs  have  a  proven  track 
record  at  generating  jobs,  upgrading  technology, 
and  helping  small  businesses  to  expand  capacity  and 
meet  global  market  demands?  '  \ 

Cutting  the  SBA  7(a)  is  short-sighted  and  arbi- 
trary. It  is  not  a  giveaway  program.  To  the  con- 
trary, it  pays  for  itself  by  fostering  economic 
growth.  '      V-. 

Small  business  peopK-?  must  tell  their  U.S.  repre- 
sentatives and  senators  to  support  lifting  the  S500,000 
limit  on  the  size  of  SBA  guaranteed  loans.  It  seems 
to  me  that,  even  taking  various  political  sensitivities 
into  account,  money  should  be  found  for  the  SBA's 
most  visible  and  widely  used  program  because  it 
works.  ; 

We  all  lived  through  the  devastating  "credit 
crunch"  of  the  early  1990s.  Our  representatives  in 
Washington  must  take  actions,  such  as  supporting 
the  SBA,  to  ensure  that  New  England's  small  busi- 
nesses never  walk  that  burdensome  path  again. 

Brett  N.  Silvers  is  chairman  and  president  of  the 
First  National  Bank  of  !^w  England  ^ 
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Chairman  BOND.  Thank  you  very  much,  Mr.  Wilkinson. 

Let  me  turn  back  to  Mr.  Scalloms.  You  have  given  us  several  ex- 
amples on  the  difficulties  a  non-bank  agency  like  SBA  can  create 
for  a  bank,  and  you  talked  about  the  example  of  the  tax  return  re- 
quirement. Are  there  other  examples  that  you  can  think  of  that 
make  it  more  difficult  for  you  as  a  banker  to  utilize  the  7(a)  pro- 
gram? 

Mr.  SCALLORNS.  Mr.  Chairman,  the  primary  burden  is  the  cli- 
mate of  continual  change.  I  think  it  was  referred  to  by  others.  It 
is  hard  to  be  consistent  in  your  lending  practices  and  it  is  hard  to 
use  it  as  a  tool  if  the  tool  keeps  changing.  So  in  my  view,  change, 
and  change  without  notice  and  without  input,  is  the  most  difficult 
thing  I  have  to  deal  with  as  an  individual  banker. 

Chairman  Bond.  You  mentioned  the  need  to  keep  more  field  of- 
fices. Do  you  deal  with  Kansas  City? 

Mr.  SCALLORNS.  No,  sir,  I  deal  with  the  St.  Louis  district  office. 

Chairman  BOND.  Oh,  you  are  out  of  St.  Louis.  Why  does  it  take 
3  weeks  to  get  through  the  LowDoc  program,  do  you  know? 

Mr.  SCALLORNS.  It  is  the  verification  process  of  tax  returns  that 
has  to  go  to  the  Internal  Revenue  Service.  The  Internal  Revenue 
Service  has  promised  a  quick  turnaround,  and  I  am  sure,  for  some 
of  the  larger  lenders,  they  may  go  to  the  top  of  the  stack.  But  we 
are  the  infrequent  community  bank  lender,  we  send  it  in  and  we 
wait  until  it  comes  back,  and  the  quickest  response  I  have  had  is 
3  weeks. 

Chairman  Bond.  Is  that  the  most  significant  delay  feature,  the 
tax  return  verification? 

Mr.  SCALLORNS.  Yes,  sir,  it  is  right  now. 

Chairman  Bond.  We  have  talked  a  great  deal  about  reducing 
subsidy  rates  and  the  various  efforts  that  are  going  to  have  to  be 
done  to  put  limits  and  caps  on.  Where  do  you  see  a  reasonable  com- 
promise? To  what  level  could  we  reduce  the  subsidy  rate,  or  what 
could  we  do  to  lessen  the  call  on  the  appropriations  process  and 
still  make  this  program  attractive  to  you  and  your  small  business 
customers? 

Mr.  SCALLORNS.  I  would  say  reducing  guarantee  amount  and 
keeping  it  consistent  would  probably  be  the  best  way.  In  other 
words,  instead  of  having  a  90-percent  guarantee  on  a  LowDoc,  if 
it  was  80-percent  across-the-board,  I  think  that  would  work  fine 
and  that  would  generate  significant  savings. 

Chairman  Bond.  Are  there  any  other  things  that  you  could  take 
and  still  continue  to  lend?  Are  there  any  other  changes  that  you 
see  in  the  program,  or  do  you  think  it  becomes  unattractive  if  you 
do  any  more,  such  as  adding  new  fees? 

Mr.  SCALLORNS.  That  is  my  fear,  the  constant  change — we  have 
already  absorbed  some  increases.  When  the  subsidy  rate  was  low- 
ered by  about  half  2  years  ago,  we  absorbed  substantial  fees  then, 
but  the  borrower  could  afford  that.  Certainly,  you  raise  the  cost  of 
the  loan  to  the  borrower  and  that  cuts  out  some  of  the  more  mar- 
ginal borrowers. 

Chairman  Bond.  Thank  you,  Mr.  Scalloms. 

Mr.  Frederickson,  if  it  had  not  been  for  your  7(a)  loan  program 
access,  is  there  any  other  place  your  client  in  the  enterprise  zone 
could  have  turned? 


139 

Mr.  Frederickson.  We  do  have  in  Arizona  what  is  called  the 
Multibank,  which  is  a  community  bank  which  was  capitalized  by 
the  big  banks  in  Arizona.  I  believe  this  loan  might  have  been  a  lit- 
tle bit  large  for  that  organization  to  handle. 

We  tried  to  underwrite  the  loan  without  the  Government  guaran- 
tee first  but  found  that  what  they  really  needed  was  the  Govern- 
ment enhancement  which  would  afford  a  longer  amortization,  a  low 
rate,  and  allow  us  to  make  the  equipment  loan  and  the  building 
loan  together. 

We  do,  incidentally,  provide  the  company  with  an  unguaranteed 
line  of  credit  to  help  its  operating  costs  against  its  accounts  receiv- 
able and  inventory. 

Chairman  Bond.  You  have  mentioned  that  you  do  not  really  see 
problem  loans  in  the  portfolio  until  you  have  had  the  loan  for  2  or 
3  years.  I  guess  that  would  be  your  definition  of  seasoning.  What 
is  the  basis  for  the  concern  you  have  expressed  about  the  quality 
of  loans  in  the  LowDoc  portfolio? 

Mr.  Frederickson.  My  concern  regarding,  specifically,  the 
LowDoc  loans  is  that  they  are  not  seasoned.  We  are  seeing  an 
awful  lot  of  them.  I  think  my  personal  inquisitions  have  shown 
that  a  lot  of  them  are  to  start-up  companies.  I  do  not  know  that 
the  Agency  requires  a  certain  equity  injection  or  down-payment  put 
in  by  the  customer. 

We  do.  In  our  particular  bank,  we  want  to  see  25  percent  to  40 
percent,  depending  on  the  kind  of  industry,  cash  spent  by  the  bor- 
rower. Their  money  gets  spent  first  into  their  project.  I  do  not 
know  if  that  is  widespread.  If  it  is  not,  what  we  would  have  to  do 
is  step  back  and  say,  "Who  has  the  most  to  lose?"  That  is  what  we 
need  to  be  concerned  about. 

One  thing  that  I  had  also  proposed  in  my  written  comments  was 
looking  at  a  credit  scoring  system  to  be  applied  to  LowDoc  as  a 
means  of  helping  SBA  underwrite  and  monitor  those  loans.  I  think 
that  could  be  of  some  help,  not  to  assign  a  number  to  a  borrower, 
that  is  not  my  point,  but  to  assess  the  risk  on  an  ongoing  basis. 

The  way  you  control  credit  quality  in  a  bank  is  to  control  the 
front  end  and  control  the  back  end.  You  control  the  front  end 
through  policy  and  underwriting  prudence,  and  you  control  the 
back  end  by  recognizing  a  problem  when  it  becomes  a  problem  and 
taking  an  action,  accordingly. 

Chairman  BOND.  Do  you  think  the  system  for  liquidating  collat- 
eral under  the  current  7(a)  program  is  adequate,  or  do  you  see  that 
it  could  be  improved,  as  Mr.  Cox  suggested,  by  turning  it  over  to 
the  private  sector? 

Mr.  Frederickson.  I  would  agree  with  Mr.  Cox  to  turn  that  over 
to  the  private  sector.  I  would  also  respect  his  concerns,  over  conflict 
of  interest  was  the  first  one,  as  I  recall.  The  second  one  was 

Chairman  Bond.  A  history  of  having  had  some  experience  in  col- 
lecting loans. 

Mr.  Frederickson.  Right,  the  experience  of  collecting.  I  think 
those  two  issues  are  important.  I  remind  you  that  under  the 
LowDoc  program,  though,  regardless,  the  lender  has  to  liquidate 
before  they  can  go  back  to  the  SBA  for  repurchase  of  that  loan. 
That  may  be  a  rude  awakening  to  some  lenders  who  may  not  have 
been  so  prudent  in  their  underwriting  of  these  LowDoc  loans.  You 
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cannot  just  let  a  loan  go  delinquent  90  days  and  go  get  90  cents 
on  the  dollar  from  the  SBA.  You  are  going  to  have  to  live  through 
the  liquidation  and  the  pains  that  go  with  it. 

Chairman  Bond.  A  helpful  experience,  I  would  gather. 

Mr.  Wilkinson,  you  are  kind  enough  to  indicate  your  willingness 
and  that  of  your  organization  to  work  with  the  Agency  and  this 
Committee  on  finding  ways,  in  times  of  budgetary  constraints,  to 
reduce  Federal  spending.  I  would  invite  you  to  suggest  what  you 
feel  would  be  an  effective  means  of  keeping  the  program  viable  yet 
reducing  the  appropriations  and  the  subsidy  rate. 

Mr.  Wilkinson.  To  begin  with,  our  association  has  different 
types  of  members.  Most  everyone  here  today  that  has  testified  is 
a  member  of  ours.  We  have  a  concentration  in  the  small  banks,  like 
Mr.  Scallorns'  bank,  which  makes  it  an  interesting  task  to  come  up 
with  ways  that  allow  as  many  lenders  as  possible  to  continue  to  de- 
liver the  product  to  the  small  business  sector. 

Be  that  as  it  may,  in  January  of  this  year,  before  Mrs.  Meyers' 
committee  on  the  House  side,  we  put  forward  a  proposal  to  reduce 
the  level  of  guarantee  percentage  to  75,  to  do  away  with  the  rural 
and  small  loan  fee  split  on  the  guarantee  fee,  and  to  expand  the 
secondary  market  fee  to  cover  all  loans.  There  are  other  options  out 
there.  It  is  a  question  of  how  far  do  we  have  to  go,  realizing  that 
the  more  fees  we  add,  the  more  expensive  the  transaction  becomes 
to  the  borrower. 

Again,  as  we  have  worked  through  some  of  the  subsidy  calcula- 
tions, I  feel  like  we  have  been  shooting  at  a  moving  target  as  the 
assumptions  have  been  changing  rapidly  here  the  past  few  months. 

Chairman  Bond.  I  think  it  is  safe  to  say  that  this  Committee  is 
probably  going  to  be  looking  at  something  that  is  partway  between 
where  we  are  now  and  the  zero  subsidy  rate.  My  sense  is,  from  the 
testimony  today  and  the  words  that  I  have  heard  from  my  Commit- 
tee members,  that  we  are  not  going  to  be  talking  about  a  zero  sub- 
sidy rate.  If  you  reduced  it  by  half,  what  would  you  do  to  get  there? 

Mr.  Wilkinson.  Our  proposal,  when  scored  in  January,  if  I  re- 
member correctly,  got  us  down  into  the  1.25  subsidy  range.  Since 
then,  0MB  has  added  a  cushion  requirement  of  about  90  basis 
points,  so  that  would  get  us  to  about  two.  You  are  looking  at  either 
increasing  that  40-basis-point  fee  to  some  higher  number  or  in- 
creasing the  guarantee  fee  charged  up  front.  Those  are  really  the 
two  combinations  that  are  out  there. 

Chairman  Bond.  What  would  your  organization  say  generally 
about  the  LowDoc  program?  Out  of  400  members,  how  many  of 
them  thought  that  the  LowDoc  program  might  have  some 
unforseen  results? 

Mr.  Wilkinson.  Let  me  just  say  that  the  industry  has  substan- 
tial concern  over  the  future  of  the  LowDoc  program.  Seventy-five 
percent  of  the  LowDoc  loans  have  been  on  the  books  no  more  than 
7  months.  They  are  nowhere  close  to  seasoned.  I  would  hope  that 
we  are  not  looking  for  delinquency  rates  as  our  guide  to  whether 
or  not  there  are  problems,  because  the  livestock  is  out  of  the  bam 
when  the  default  rates  show  up. 

We  are  supportive  of  the  LowDoc  program.  We  like  the  concept. 
We  have  got  to  find  ways  to  deliver  the  product  to  the  small  busi- 
ness sector  without  SBA's  involvement  in  each  and  every  credit. 
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We  need  to  look  at  programs  like  LowDoc  and  FA$TRAK,  but  we 
have  to  do  it  in  a  professional  way.  The  Agency  staff  is  shrinking, 
yet  we  have  had  a  sixfold  increase  in  the  loan  program.  Very,  very 
few  lenders'  portfolios  have  been  reviewed. 

I  would  say,  after  the  article  in  the  Wall  Street  Journal  last 
week,  I  even  received  phone  calls  from  SBA  district  offices  in  sup- 
port of  the  comments.  That  causes  further  concern.  There  is  clearly 
a  credit-quality  issue  that  needs  to  be  addressed.  We  do  not  want 
to  ruin  the  LowDoc  program.  We  want  to  make  sure  that  it  is  done 
in  the  right  way. 

Chairman  Bond.  It  seems  to  be  common  sense  to  me  that  lower- 
ing the  guarantee  rate,  making  the  lender  assume  responsibility  for 
more  of  it  is  the  most  reasonable  way  to  go.  Is  that  one  you  agree 
with,  and  if  so,  how  far  would  you  go? 

Mr.  Wilkinson.  Again,  earlier  this  year,  we  testified  that  the 
guarantee  percentage  could  be  set  at  75  percent  for  all  loans, 
across-the-board,  including  LowDoc.  We  think  that  will  help  instill 
some  integrity  in  the  program.  We  are  also  sensitive  to  the  impact 
that  may  have  on  the  flow  of  capital  in  those  small  loans,  but  there 
has  got  to  be  some  mechanism  whereby  the  loans  are  being  done 
in  the  right  way  and  the  way  the  program  was  intended.  Perhaps 
there  are  some  other  ways  to  look  at  it,  to  leave  the  guarantee  per- 
centage a  little  higher  with  some  certified  and  preferred  lender  lim- 
itations. 

Chairman  BOND.  How  about  the  standard  that  Mr.  Frederickson 
says  they  use  about  requiring  the  borrowers'  equity  to  be  a  certain 
percentage? 

Mr.  Wilkinson.  We  could  look  at  some  credit  scoring  options,  as 
well. 

Chairman  Bond.  Let  me  ask  Mr.  Scallorns  and  Mr.  Frederickson 
to  comment  on  any  views  that  you  might  want  to  share  as  a  result 
of  the  questions  that  I  addressed  after  I  spoke  with  you.  Joe. 

Mr.  Scallorns.  First  of  all,  I  guess,  a  caution.  Too  complex  a  fee 
management  system  ongoing  is  just  more  of  an  administrative  bur- 
den that  a  shrinking  staff  should  not  have  to  do.  I  do  not  know  how 
you  go  about  tracking  all  of  these  half-percent  fees  going  forward 
and  those  sorts  of  things.  I  think  a  simpler  approach  to  whatever 
the  fees  are  going  to  be  would  be  easier  to  understand  and  easier 
to  administer. 

Chairman  BOND.  It  would  certainly  be  easier  for  us  to  under- 
stand. I  am  thinking  that  the  quadratic  equations  did  not  look  so 
bad  after  all.  [Laughter.] 

Are  there  any  other  views  on  that? 

Mr.  Scallorns.  From  a  community  banker's  perspective,  the 
scoring,  if  it  is  done  by  the  SBA  in  order  for  them  to  track  their 
own  portfolio,  I  think  that  is  fine.  If  it  becomes  a  standardization 
process,  however,  for  the  small  business  loan,  I  think  that  is  con- 
trary to  the  way  it  has  been  done  for  the  last  40  years. 

Chairman  Bond.  Mr.  Frederickson,  do  you  have  any  further  com- 
ments? 

Mr.  Frederickson.  I  would  just  concur  with  him  and  with  what 
I  said  earlier  regarding  credit  scoring,  to  let  that  be  a  guideline. 
If,  let  us  say,  600  points  is  acceptable  within  SBA,  they  get  an  ap- 
plication that  has  400  points,  they  should  call  the  lender  and  have 
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some  questions.  That  does  not  mean  that  the  loan  gets  screened 
out  or  it  gets  decHned,  but  there  needs  to  be  some  mechanism  of 
control  to  control  the  quality.  Quality  is  everjrthing  in  this  busi- 
ness. 

I  would  also  say  that  a  good  performing  bank  has  a  return  on 
assets  of  about  a  little  over  1  percent.  We  are  talking  about  a  40- 
basis-point  charge  to  the  lender  in  these  programs,  wiping  out  a 
great  part  of  the  profitability.  As  every  Senator  up  there  this  morn- 
ing said,  that  is  going  to  have  to  end  up  being  paid  by  the  borrower 
or  there  will  be  fewer  loans  made  under  the  program. 

Chairman  Bond.  Mr.  Wilkinson,  any  closing  comment? 

Mr.  Wilkinson.  I  would  say  that,  from  the  administration's  pro- 
posal with  the  two  separate  fee  structures,  we  have  visited  with 
them  about  the  complexity  of  that  and  have  indicated  that  they 
have  to  find  a  simpler  way  to  do  it,  get  the  fee  onto  one  side  of  the 
transaction,  because  the  way  they  have  it  structured  right  now  is 
extremely  complex. 

Chairman  Bond.  Thank  you  very  much,  gentlemen.  My  sincere 
thanks  to  all  the  witnesses.  You  have  given  us  a  great  deal  to  work 
on.  We  very  much  appreciate  your  time  and  effort. 

We  will  look  forward  first  to  forwarding  to  you  any  further  ques- 
tions that  members  of  the  Committee  may  have,  and  we  will  keep 
the  record  open  for  those.  We  also  invite  you,  as  we  invite  others 
who  are  interested  in  this  area,  to  submit  written  comments  on  any 
of  the  matters  which  have  been  raised  today. 

In  that  regard,  I  would  like  to  include  in  the  record  a  written 
statement  from  the  American  Bankers  Association  regarding  the 
SBA's  7(a)  program. 

[The  prepared  statement  of  the  American  Bankers  Association 
follows:] 
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STATEMENT  OF 
THE  A2VIERICAN  BANKERS  ASSOCIATION 

The  American  Bankers  Association  (ABA)  appreciates  the  opportunity  to  submit 
written  testimony  for  the  record  to  voice  very  strong  banking  industry  support  for  the 
Small  Business  Administration's  (SBA)  guaranteed  lending  programs.   The  ABA  is  the 
national  trade  and  professional  association  for  America's  commercial  banks,  from  the 
smallest  to  the  largest.   ABA  members  hold  about  90  percent  of  the  industry's  total 
assets.   Approximately  94  percent  of  our  members  are  community  banks  with  assets  of 
less  than  S500  million. 

The  banking  industry  has  been  a  major  participant  in  various  SBA  programs  for 
years.   Approximately  10,000  banks  have  been  involved  in  the  SBA  loan  programs  over 
the  past  decade.   A  primary  reason  for  widespread  bank  participation  has  been  the 
workable  nature  of  the'  public/private  partnership  provided  by  SBA's  guaranteed  lending 
programs,  such  as  the  guaranteed  program  authorized  under  Section  7(a)  of  the  Small 
Business  Act  of  1953.   This  program  benefits  the  national  economy  and  individual 
communities  through  the  jobs  created  and  revenues  produced  by  small  businesses 
involved  in  the  program. 

Also,  ABA  continues  to  appreciate  the  sustained  support  from  the  Senate  Small 
Business  Committee  for  the  SBA,  and  its  vital  guaranteed  lending  programs.    In 
particular,  the  Committee  is  to  be  commended  for  its  continued  efforts  in  ensuring  that 
adequate  funding  for  the  7(a)  guaranteed  lending  program  is  maintained  --  particularly  in 
recent  years  when  funding  has  been  scarce,  and  supplemental  appropriations  became 
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necessary  to  meet  the  program's  increasing  demand.   Now  more  than  ever,  this  support 
remains  vitally  critical  for  our  nation's  fledgling  small  businesses  as  worthwhile  efforts  to 
balance  the  budget  and  reduce  the  deficit  force  close  congressional  scrutiny  of  all  Federal 
programs,  including  those  administered  by  the  SBA. 

With  respect  to  congressional  efforts  to  balance  the  budget  and  reduce  the  deficit, 
the  banking  community  certainly  supports  and  encourages  fiscal  responsibility.    While  the 
current  budget  scrutiny  is  fiscally  prudent,  we  believe  that  it  is  equally  responsible  not  to 
make  dramatic  program  changes  in  a  vacuum.    For  under  close  economic  examination, 
one  will  find  that  SBA's  guaranteed  lending  programs'  return  on  investment  more  than 
outweigh  their  line-item  costs.    In  fact,  these  programs  remain  an  ideal  example  of  the 
type  of  public/private  partnership  that  costs  very  little,  runs  relatively  smoothly,  leverages 
measurable  amounts  of  private  capital,  and  returns  considerable  economic,  financial,  and 
social  benefits  to  our  nation's  fiscal  well-being.   Such  benefits  may  well  be  threatened  by 
recent  administrative  actions  taken  by  the  SBA  and  by  possible  budgetary  actions  being 
contemplated  by  some  in  the  Congress. 

Coupled  with  these  budgetary  concerns,  recent  administrative  actions  by  the  SBA 
have  triggered  considerable  additional  consternation  within  the  banking  community  about 
the  long-term  sustainability  of  an  effective  Federal  small  business  program.    In  January, 
the  SBA  for  the  first  time  capped  the  gross  size  of  the  loans  it  would  guarantee  under  the 
section  7(a)  guaranteed  loan  program  at  5500,000.    Although  this  decision  was  based 
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upon  a  real  need  to  forestall  an  expected  fianding  shortfall  that  was  projected  to  occur 
well  before  the  end  of  the  fiscal  year,  the  result  is  that  certain  deserving  small  businesses 
remain  penalized  today  without  any  foreseeable  expectation  of  future  financing. 

Apparently,  even  the  gross  loan  cap  implemented  in  January  has  not  been  enough 
to  significantly  slow  the  outflow  of  7(a)  fiinds  to  avoid  a  current  fiscal  year  fianding 
shortfall.   Just  two  weeks  ago,  the  SBA  announced  fijrther  administrative  changes  to  slow 
the  outflow  of  7(a)  fianding  by  halting  all  refinancings  of  outstanding  7(a)  loans.    Once 
again,  SBA  has  indicated  that  without  this  change,  it  would  run  out  of  hands  sometime 
this  summer,  well  before  the  end  of  the  fiscal  year.   The  continued  uncertainty  that  these 
types  of  administrative  changes  put  on  this  program  serve  only  to  hinder,  and  in  some 
cases  cut-ofF,  the  delivery  of  credit  to  new  and  struggling  small  business  ventures. 

In  an  effort  to  bring  back  a  level  of  funding  certainty  and  program  stability,  the 
SBA  has  put  forward  a  legislative  proposal  which  it  hopes  wifl  alleviate  the  administrative 
changes  it  has  been  forced  to  implement  this  year.   In  March,  in  an  effort  to  reduce 
governmental  costs,  the  Administration  proposed  changes  to  SBA's  nationwide  operations 
and  to  its  guaranteed  lending  programs.   Through  a  series  of  program  changes  to  both 
the  7(a)  guaranteed  program  and  the  community  development  504  program,  the  SBA 
maintains  that  it  can  reduce  the  federal  subsidy  of  these  programs  for  Fiscal  Year  1996  to 
zero.   To  accomphsh  this,  the  SBA  proposes  increasing  the  guarantee  fees  and  reducing 
the  guaranteed  percentages  to  the  lender  and  the  borrower  based  on  gross  loan  size  for 
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its  section  7(a)  guaranteed  loan  program.    For  504  loans,  the  interest  rate  will  be 
increased  by  1/8  of  one  percent  and  the  amount  would  be  passed  through  to  SBA.   The 
SBA  expects  these  changes  to  prevent  the  need  for  fiature  federal  appropriations,  making 
both  of  these  programs  self-funding  and  enabling  the  SBA  to  increase  its  section  7(a) 
guaranteed  loan  hmit  to  SI  miUion. 

The  banking  industry  applauds  the  SBA  for  attempting  to  seek  ways  to  keep  its 
successful  guaranteed  loan  programs  both  running  and  hilly  handed.    However,  we 
remain  concerned  about  the  long-term  etTect  of  these  changes  on  the  availability  of  credit 
for  certain  small  businesses  --  particularly  those  marginal  small  businesses  that  have 
struggled  to  qualify  even  for  the  current  SBA  guarantee.   Serious  questions  remain  as  to 
whether  these  businesses  could  receive  any  SBA  guarantee  in  the  future  given  these 
proposed  changes.    Additionally,  the  banking  industry  questions  whether  SBA's  efTort  to 
eliminate  the  need  for  future  federal  appropriations  will  result  in  continued  annual  fee 
increases  and  guaranteed  percentage  reductions,  ultimately  reducing  credit  availabihty  to 
those  who  need  it  most  by  continually  raising  the  credit  qualifying  threshold. 

All  of  this  is  not  to  suggest  that  the  banking  industry  is  opposed  to  any  and  all 
changes  to  the  SBA  guaranteed  loan  programs.    Given  the  current  budgetary  situation, 
the  banking  community  is  prepared  to  make  necessary  adjustments  to  its  current  SBA 
guaranteed  lending  practices,  fully  anticipating  reasonable  increases  in  fees,  and  realistic 
reductions  in  the  guarantee  percentages.   At  the  same  time,  however,  we  believe  that  it  is 
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imperative  for  this  Committee,  and  the  entire  Congress,  to  understand  that  these  changes 
will  increase  the  cost  of  credit  to  most  small  business  borrowers  currentiy  using  the  SBA 
guarantee,  and  may  even  eliminate  completely  the  availability  of  credit  to  very  marginal 
borrowers.   To  fully  understand  why  this  is  true,  one  must  comprehend  the  entire 
lending  relationship  between  commercial  banks  and  their  small  business  customers. 

Small  businesses  employ  approximately  60  percent  of  the  private  work  force  in  this 
country  and,  in  recent  years,  have  accounted  for  nearly  all  of  the  economy's  net  job 
growth  --  with  most  of  the  new  jobs  being  created  by  firms  with  fewer  then  twentv' 
employees.    Because  small  businesses  in  general  have  Hmited  access  to  capital  markets  and 
other  alternative  sources  of  credit,  they  are  likely  to  be  more  dependent  on  banks  to  fund 
their  operations.   The  SBA  loan  guarantee  program  is  an  extremely  important  tool  which 
enables  banks  to  assist  many  eligible  start-up  companies  and  expanding  companies  that 
desperately  need  financing  but  are  unable  to  qualify  for  traditional  bank  credit. 

It  is  important  to  understand  why  the  SBA  guaranteed  loan  programs  are  so 
important  to  the  commercial  banking  industry.    Like  other  businesses,  banks  must  be  able 
to  meet  their  customers'  needs  if  they  are  to  survive.   Equally  important,  however,  is  the 
fact  that  bankers  must  continue  to  carefully  to  evaluate  the  quality  of  loans  they  make 
rather  than  to  simply  push  money  out  the  door.    Banks  must  lend  on  the  basis  of  what 
can  be  reasonably  foreseen  based  on  cash  flow  projections.   While  there  continues  to  be 
an  abundance  of  capital  available  to  lend  today,  and  while  banks  are  prepared  to  make  all 
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the  loans  creditworthy  small  businesses  need,  banks  cannot  forego  responsible  lending 
policies.    Put  another  way,  while  bankers  are  committed  to  the  economic  vitality  of  their 
communities,  particularly  small  businesses,  their  banks  must  continue  to  operate  within 
the  parameters  of  safety  and  soundness  laid  out  by  the  regulators.    Consequently,  one 
way  for  banks  to  participate  effectively  in  sound  small  business  projects  that  lack  the 
resources  and  credit  history  to  quality  for  traditional  bank  loans  is  to  work  with 
government  programs  such  as  the  SBA  7(a)  program. 

A  banker  must  utilize  a  government  guarantee  to  make  a  variety  of  small  business 
loans,  due  to  the  banker's  role  in  determining  the  creditworthiness  of  a  potential  small 
business  borrower.   A  commercial  banker's  job  is  to  assess  the  credit  risk  of  a  borrower  by 
closely  examining  the  borrower's  business,  management  ability,  and  financial  needs  in  an 
effort  to  determine  reasonable  cash  flow  projections  necessary  not  only  to  service  debt  but 
to  show  a  realistic  chance  at  turning  a  profit.   A  bank's  methods  of  assessing  this  risk  are 
closely  examined  by  the  regulators,  not  only  to  protect  insured  depositors  but  to  ensure 
an  overall  safe  and  sound  banking  industry.    Consequently,  loans  lacking  proper  collateral, 
adequate  sources  of  repayment,  and  an  established  business  history  are  often  classified  as 
substandard  by  the  regulators  unless  they  are  accompanied  by  sufficient  government 
guarantees. 

In  order  to  extend  credit  to  these  financially  marginal  and  start-up  small  businesses 
while  satisfying  regulatory  scrutiny,  the  banking  industry  turns  to  the  SBA  for  a 
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guarantee.   Moreover,  given  periods  of  economic  uncertainty  in  most  regions  of  the 
country  over  the  last  several  years,  it  is  not  surprising  that  the  interest  throughout  the 
lending  community  in  the  SBA  guarantee  program  has  grown  appreciably.    In  fact,  as 
more  lenders  have  experience  with  the  SBA,  their  confidence  in  the  workability  of  its 
guaranteed  programs  has  increased.   This  explains  much  of  the  increased  demand  for  7(a) 
funds  in  recent  years.    But  more  importantly,  because  of  this  program's  success,  small 
business  entrepreneurs  can  take  promising  concepts  to  banks,  leave  with  manageable 
credit,  and  everyone  benefits. 

Ultimately,  the  SBA  guaranteed  lending  programs  are  important  to  banks  because 
they  permit  the  industry  to  assist  this  fi-agile,  yet  important  segment  of  our  society  while 
still  satisfying  bank  regulators  that  the  safety  and  soundness  of  the  financial  institutions 
are  protected.   With  the  guarantee  programs,  credit  is  provided  to  small  businesses  that 
could  not  otherwise  secure  credit.    For  expanding  businesses,  bankers  have  used  the  SBA 
loan  programs  to  help  eligible  small  businesses  purchase  needed  equipment,  relocate 
operations,  and  fund  working  capital.    In  addition,  the  guarantees  permit  longer-term 
amortization  of  loan  repayments.   The  resulting  reduction  in  cash  flow  pressure 
contributes  to  business  growth  and  job  creation  which  would  not  happen  without  the 
guarantee  programs  because  the  regulators  would  not  approve  the  long  repayment  period. 

In  conclusion,  the  ABA  believes  that  the  SBA  loan  guarantee  programs'  return  on 
investment  in  terms  of  creating  jobs  and  establishing  long-standing  productive  businesses 
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has  been  more  than  cost  efFective  throughout  the  years.   Ultimately,  it  is  the  government 
programs  like  the  SBA  that  enable  lenders  to  help  xhe  marginal  borrower.   The  SBA  has 
been  a  blessing  for  rural  communities,  for  inner  city  entrepreneurs  trying  to  redevelop 
neighborhoods,  and  for  small  businesses  all  over  America. 

As  always,  this  Committee's  continued  support  for  the  SBA  programs  is 
appreciated  by  the  banking  community.   We  understand  that  you  will  be  working 
carefully  in  the  coming  weeks  to  devise  a  workable  solution  to  SBA's  current  and  future 
funding  situation.    We  look  forward  to  continuing  to  work  with  you  and  the  SBA  in  a 
combined  effort  to  reduce  governmental  cost,  while  at  the  same  time  continuing  to  assist 
our  nation's  small  businesses. 
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Chairman  Bond.  I  would  also  like  to  include  a  statement  from 
William  Gossett,  president  of  Liberty  National  Bank  in  Longwood, 
Florida,  on  behalf  of  the  Independent  Bankers  Association  of  Amer- 
ica, regarding  the  SBA's  lending  programs. 

[The  prepared  statement  of  Mr.  Gossett  follows:] 
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TESTIMONY 

of 

WILLIAM  GOSSETT 

PRESIDENT 

LIBERTY  NATIONAL  BANK 

LONGWOOD,  FLORIDA 

on  behalf  of 
THE  INDEPENDENT  BANKERS  ASSOCIATION  OF  AMERICA 


As  Congress  reexamines  the  Small  Business  Administration  and  its  programs  during 
1995,  the  Independent  Bankers  Association  of  America  (IBAA)  appreciates  the  opportunity  to 
express  its  views  on  proposals  to  reduce  the  Agency's  costs  and  the  impact  of  those  proposals  on 
borrowers  and  lenders,  and  their  communities. 

EBAA  is  the  only  national  trade  association  that  exclusively  represents  the  interests  of  the 
nation's  community  banks.  Our  association  has  approximately  6,000  members,  and  the  median 
EBAA  bank  has  about  $46  million  in  assets  and  about  23  employees. 

My  name  is  William  Gossett,  and  I  am  the  President  of  Liberty  National  Bank,  a  small 
community  financial  institution  in  Central  Florida.  I  chair  the  Lending  Subcommittee  of  IBAA. 
Our  bank  is  an  active  SBA  lender,  and  has  been  designated  as  Small  Business  Lender  of  the 
Year  for  the  State  of  Florida.  I  am  also  Vice  President  and  a  director  of  a  Certified  Development 
Corporation  sponsored  by  the  Florida  State  Department  of  Commerce. 

IMPORTANCE  OF  SBA  TO  COMMUNITY  BANKS 

The  bread  and  butter  of  EBAA  bankers  is  lending  to  local  small  businesses.  Our 
membership  has  consistentiy  supported  SBA  lending  programs  and  the  necessary  authorization 
legislation  and  appropriations  on  Capitol  Hill  over  the  years.  Community  bankers  are  vitally 
interested  in  the  continued  prospects  for  SBA  lending,  and  wish  to  participate  in  the  discussion 
of  SBA's  future. 

CONCERNS  ABOUT  TfflS  YEAR 

IBAA's  first  priority  is  to  preserve  the  continuity  of  major  existing  loan  programs,  such 
as  the  sections  7(a)  and  504  guarantees,  throughout  the  year,  while  longer-term  budget  and 
operating  matters  are  debated.  Interruptions  in  SBA  lending  are  highly  disruptive  to  small 
business  borrowers,  their  employees  and  business  relationships,  to  small  lenders  attempting  to 
provide  such  loans,  and  to  their  communities.   Such  interruptions  impede  the  job  creation  that 
small  businesses  do  so  well. 
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LONG  TERM  GOALS  FOR  SBA  POLICY 

IBAA's  second  priority  is  to  maintain  access,  over  time,  to  credit  for  smaller  borrowers 
who  would  not  be  able  to  obtain  credit  outside  of  the  SBA  program.  These  priorities  lead  us  to 
the  following  conclusions: 

•  IBAA  believes  all  aspects  of  SBA  operations  ~  such  as  streamlining  the  liquidation 
and  collection  processes  ~  should  be  examined  for  possible  savings,  in  order  to  minimize  the 
burden  of  cost  increases  upon  borrowers  and  lenders. 

•  We  feel  that  there  should  be  differential  incentives  for  lenders  to  make  loans  under 
$100,000. 

•  Since  the  guarantee  authority  appears  to  be  limited,  we  would  oppose  increasing 
the  SBA  loan  ceiling  from  $500,000  to  $1  million  at  this  time.  When  circumstances  permit, 
IBAA  favors  restoring  the  ceiling  to  $750,000.  We  would  not  rule  out  consideration  of  a  $  1 
million  ceiling  after  budget  difficulties  have  subsided  if  a  solid  case  can  be  made  for  such  a 
change. 

•  Fundamental  changes  to  the  7(a)  and  other  lending  programs  should  come  on  the 
basis  of  studied  conclusions.  IBAA  believes  that  changes  in  the  subsidy  rates  for  these  lending 
programs  should  be  made  gradually,  so  there  is  an  opportunity  for  evaluation  and  adjustment 
along  the  way. 

FRAMEWORK  FOR  BUDGET  REDUCTION 
SHOULD  INCLUDE  ALL  SBA  PROGRAMS 

In  support  of  these  conclusions,  IBAA  feels  there  has  not  yet  been  an  exploration  of  how 
the  full  range  of  SBA  activities  might  be  streamlined,  and  thereby  reduce  the  pressure  on  the 
loan  programs  that  are  the  heart  of  SBA's  operations.  The  subject  of  major  cost  reductions  is 
rather  recent,  and  specific  recommendations  from  the  House  Small  Business  Committee  and 
from  the  Administration  date  from  the  end  of  March.  These  proposals  are  not  yet  two  months 
old,  and  in  attempting  to  analyze  their  implications,  some  key  information  seems  to  be  lacking. 

LOAN  PROGRAMS  WOULD  TAKE  80  TO  90  PERCENT  OF  PROPOSED  CUTS 

The  Administration,  in  House  testimony  by  SBA  Administrator  Lader  on  March  30, 
proposes  that  90.5  percent  of  projected  savings  of  $221  million  for  fiscal  year  1996  would  come 
out  of  business  loans,  and  only  1/10  of  the  cost  would  come  out  of  all  other  budget  categories 
(see  table  attached). 

This  allocation  is  consistent  with  the  Administration's  5-year  plan  of  March  27th,  to  save 
$1.2  billion  over  5  years,  with  $1  billion  (79  percent),  coming  out  of  the  7(a)  and  504  loan 
programs. 
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This  strikes  us  as  a  disproportionate  burden  upon  the  most  popular  loan  programs,  and 
leads  to  an  inquiry  about  whether  there  are  other  sources  of  px)ssible  SBA  savings. 

P0TE>4nAL  COSTS  SAVINGS  IN  THE  LIQUIDATION  AREA 

Liquidation  of  defaulted  and  delinquent  loans  is  a  major  SBA  activity.  SBA  informs  us 
that  of  its  total  number  of  loans  outstanding  (150,897),  approximately  6  percent  (or  8,600)  are 
currently  in  the  liquidation  process. 

Bankers  report  that  SBA  liquidation  and  collection  takes  3  to  4  years,  but  that  private 
lender  collection,  utilizing  private  attorneys  and  other  private  service  providers,  commonly  takes 
6  to  8  months.    Bankers  contend  forcefully  that  delaying  completion  of  collection  2  to  3  years 
can  reduce  the  value  of  collateral  properties  by  30  to  50  percent.   This  is  because  of  the  accrual 
of  mortgage  payments,  taxes,  maintenance  and  other  charges  against  the  properties. 

Yet,  on  SBA's  table  of  potential  budget  reductions,  the  liquidation  function  is  not 
mentioned.    IBAA  would  thus  like  to  suggest  that  this  area  be  developed  as  a  possible  source  of 
alternatives  for  budget  savings  and  subsidy  rate  reduction. 

CATEGORIES  OF  LOAN  ACTIONS  THAT  MIGHT  BE  ELIGIBLE 

We  understand  that  SBA  regulations  permit  lenders  to  liquidate  and  collect  on  their 
defaulted  loans  now,  but  use  of  this  authority  is  not  encouraged  in  practice. 

Loan  liquidation  actions  come  in  several  categories:  they  may  be  liquidated  directly  by 
the  lenders,  they  may  be  taken  in-house  by  the  SBA  legal  staff,  or  they  may  be  assigned  by  SBA 
to  U.S.  Attorneys  offices  around  the  country  if  any  litigation  is  involved. 

POSSIBILITIES  OF  MOVING  TOWARD  PRIVATIZATION 

One  argument  favoring  greater  privatization  of  the  collection  process  is  that  the 
Resolution  Trust  Company  (RTC),  using  private  service  providers,  has  disposed  of  hundreds  of 
billions  in  assets  from  its  inception  in  August,  1989  to  February,  1995.  The  Federal  Deposit 
Insurance  Corporation  (FDIC)  also  reportedly  uses  the  private  sector  for  this  function. 

Another  argument  is  that  the  overall  workload  of  U.S.  Attorneys  makes  it  difficult  to 
accord  a  high  priority  to  relatively  small  loan  liquidations. 

Of  course,  the  selection,  operations  and  billings  of  private  service  providers  requires 
quality  control  and  continuous  monitoring,  so  appropriate  standards  can  be  enforced.  But,  since 
the  RTC  is  winding  down  operations  during  1995,  IBAA  believes  top-flight  supervisory  and 
related  personnel  may  be  available  to  SBA.  Moreover,  SBA  lenders  are  likely  to  have 
established  relationships  with  attorneys,  appraisers,  auctioneers  and  other  service  providers  who 
liquidate  private  loans. 
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Placing  more  reliance  in  the  hands  of  private  sector  lenders  thus  appears  to  be  feasible  at 
this  time,  and  could  have  an  additional  benefit  of  reducing  the  need  for  SBA  in-house  staff 
during  the  next  5-7  years. 

SBA  SHOULD  PROVIDE  INFORMATION  IN  THIS  AREA 

Considering  the  magnitude  of  SBA's  liquidation  operations,  and  the  sizable  difference  in 
the  time  needed  to  complete  liquidations  between  SBA  and  the  private  sector,  privatization  is 
relevant  to,  and  could  have  a  material  impact  on,  SBA's  subsidy  rate  and  budget  situation.  These 
numbers,  in  turn,  affect  the  level  of  interest  and  fees  paid  by  SBA  borrowers  and  lenders. 

IBAA  thus  recommends  that  SBA  be  asked  to  analyze  these  possibilities  and  present  its 
conclusions  to  the  Committee  before  action  is  taken  to  reduce  guarantees  and  eliminate  fees  that 
would  make  lending  to  the  smaller  firms  more  expensive  and  less  desirable. 

ANALYSIS  OF  SUBSIDY  RATE  REDUCTION  PROPOSALS 

At  a  briefing  on  April  12,  1995,  SBA  distributed  a  chart  indicating  that  its  proposed 
reduction  of  SBA  guarantees  --  to  75%  above  $100,000  and  85%  below  $100,000  --  would  save 
only  1/lOOth  of  1  percent  in  the  budget  subsidy  rate  (also  attached).  Likewise,  eliminating  the 
retention  by  lenders  of  half  of  the  guarantee  fee  for  small  and  rural  loans  would  reduce  the 
subsidy  rate  by  a  further  11/lOOths  of  one  percent.  Requiring  payment  of  the  guarantee  fee  on 
the  gross  amount  rather  than  the  guaranteed  amount  would  save  another  42/100  of  one  percent. 
The  total  of  these  three  items  is  just  over  1/2  of  one  percent  (.54%). 

In  other  words,  such  cost  increases  seem  to  yield  very  minor  revenue  consequences.  But, 
these  cost  increases  would  have  substantial  consequences  in  terms  of  loans  considered  and  loans 
made  for  borrowers  who  cannot  obtain  credit  outside  the  SBA  program.  The  7(a)  program  offers 
hope  to  marginal  borrowers  who  lack  previous  business  experience  or  credit  history,  or  suffer 
temporary  adversity  in  their  industries  or  in  the  economy. 

Conceivably,  other  SBA  cost  savings  could  generate  enough  money  to  reduce  or  eliminate 
the  need  for  some  of  the  proposed  borrower  and  lender  fee  and  interest  rate  increases. 

GUARANTEE  DIFFERENTIAL  SHOULD  BE  MAINTAINED 
FOR  SMALLEST  LOANS 

Because  many  borrowers  cannot  obtain  credit  without  SBA  assistance,  IBAA  believes  that 
the  amount  of  the  Agency  guarantee  be  differentially  larger  for  the  smallest  credits,  e.g.  if  your 
Committee  decides  upon  a  guarantee  level  of  75  percent  across  the  board,  IBAA  believes  the 
guarantee  level  in  loans  of  under  $100,000  should  be  85  percent. 
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LOWDOC  PROGRAM  SHOULD  BE  SUPPORTED 

With  respect  to  the  LowDoc  program,  IBAA  finds  this  outreach  to  smaller  borrowers  has 
been  well  received  throughout  the  country.  The  size  and  terms  of  these  loans  (an  average  of 
$54,000  for  5  years)  make  this  the  heartland  of  small  business  lending. 

The  combination  of  wide  application  and  minimal  paperwork  has  led  to  dramatic 
utilization  of  this  procedure.    Reportedly,  56  percent  of  all  loans  being  made  this  year  are 
LowDoc  loans.    LowDoc  procedures  seem  to  represent  a  breakthrough  in  simplification  and 
paperwork  reduction  for  small  borrowers  and  lenders.    IBAA  advocates  maintaining  quality  loans 
standards  through  continuing  good  selection  of  lending  institutions  and  loan  applications,  and 
close  monitoring  of  performance.   This  is  apparently  a  highly  successful  program  which  has 
meaningfully  reduced  the  paperwork  burden  on  small  business.    As  such,  it  deserves  your  full 
support. 

PROGRAM  PERFORMANCE  SHOULD  BE  MONITORED 

Evidently,  there  is  some  difference  of  opinion  about  the  potential  rates  of  default  on  these 
loans.  At  present,  SBA  reports  that  a  past-due  ratio  for  LowDoc  loans  of  .6  percent  (number  of 
loans)  or  .5  percent  (dollars)  is  about  half  of  SBA's  overall  totals.  Time  will  tell  whether  those 
numbers  will  turn  around.  But,  before  different  figures  come  in,  IBAA  would  caution  against 
jumping  to  any  adverse  conclusions.  If  there  are  future  problems,  and  we  hope  there  aren't,  they 
should  be  measured  against  the  evident  benefits  in  paperwork  reduction  and  efficiency  that 
LowDoc  is  delivering. 

LOAN  LIMITS 

IBAA  banks  are  community  banks,  and  make  most  of  their  loans  to  small  businesses  in 
small  amounts.  SBA  information  is  that  the  average  size  of  an  SBA-guaranteed  loan  is  $170,000. 
IBAA  therefore  opposes  raising  the  loan  limits  to  $1  million  at  this  time,  while  SBA  loan 
authority  is  not  equal  to  demand. 

We  feel  that  larger  loans  could  crowd  out  loans  to  smaller  borrowers,  and  could  make  the 
scarcity  of  SBA  guarantee  authority  worse.    Raising  loan  limits  opens  the  question  of  what 
elements  of  the  small  business  community  SBA  should  be  serving. 

We  believe  that  SBA  should  provide  the  Committee  with  data  that  would  frame  this 
question  for  discussion.  For  instance,  data  from  before  the  7(a)  loan  amount  was  capped  at  the 
end  of  1994,  on  the  number  and  amounts  of  financings  between  $500,000  and  $750,000  would, 
in  our  opinion,  be  relevant  to  such  a  discussion.  Similarly,  proponents  of  a  $1  million  ceiling 
should  advance  their  arguments  so  the  pros  and  cons  may  be  considered  by  the  Committee. 
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PLAYING  FIELD  SHOULD  BE  LEVEL  BETWEEN  LARGE  AND  SMALL  LENDERS 

Actions  taken  by  the  Committee  should  be  fair  to  borrowers  and  lenders  of  all  sizes.  For 
example,  IBAA  has  complained  to  SBA  that  the  FASTRACK  program  allocates  guarantee 
authority  to  sixteen  of  the  largest  banks  in  the  country  (and  two  banks  with  assets  of  less  than  $1 
billion)  on  an  exclusive  basis  for  a  two  year  period.  The  remainder  of  the  11,000  commercial 
banks  in  the  country  have  not  been  invited  to  join.  We  would  thus  hope  that  the  budget 
recommendations  being  considered  by  the  Senate  Committee  preserve  equality  of  opportunity  for 
small  lenders  and  borrowers. 

OVERALL  CONSEQUENCES  OF  ZERO  SUBSIDY  ARE  UNCERTAIN 

Finally,  IBAA  is  wary  of  attempts  to  legislate  a  reduction  of  the  loan  subsidy  rate  to 
zero,  especially  as  part  of  the  1996  budget.  Experience  with  loan  subsidies  is  limitod.  Experience 
with  the  LowDoc,  microloan,  and  FASTRAK  programs  is  seriously  limited,  because  these 
programs  are  just  getting  underway.  Experience  with  sizable  increases  in  SBA's  loan  demand  is 
limited  to  a  few  years. 

On  this  record,  IBAA  cannot  predict  the  results,  and  doubts  whether  anyone  can  predict 
the  impact  on  borrowers,  lenders  and  their  communities  of  bringing  the  subsidy  rate  rapidly 
down  to  zero. 

ZERO  SUBSIDY  RATE  COULD  BE  DAMAGING  DURING  RECESSION 

Quite  frankly,  we  doubt  that  a  zero  level  is  correct  in  principle.    For  example,  a  firm 
commitment  to  maintaining  a  zero  subsidy  during  a  recession  could  lead  to  further  increases  in 
fees  and  interest  rates  and  further  reductions  of  guarantees.  In  turn,  this  could  restrict  loans  at 
the  time  small  enterprises  and  the  economy  most  need  these  credits. 

MAJOR  CHANGES  SHOULD  BE  GRADUAL 

IBAA  would  be  more  comfortable  if  changes  in  SBA's  programs  were  made  gradually, 
over  a  number  of  years,  e.g.  along  a  glide  path  leads  toward  a  safe  and  predictable  landing.  A 
long-range  approach  would  allow  new  information  and  analysis,  and  changing  economic 
conditions,  to  be  fed  into  the  process. 

We  remain  committed  by  helping  the  Small  Business  Committee  in  any  way  it  can,  as  the 
Senate  addresses  the  short-term  and  long-term  SBA  issues  during  this  104th  Congress. 
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Budfctary  bniMct  of  RdnTentioa  II 

'Stretching  Taxpayer  DoUarS, "  consistent  with  the  National  Performance  Review's 
objectives,  would  pennit  SBA  to  "work  better  and  cost  less."  Total  savings  over  five  yean 
would  be  nearly  $1.2  billion,  32  percent  of  the  Agency's  projected  costs  for  this  period.  More 
immediately,  these  proposals  would  save  taxpayen  S221  million  in  FY  1996,  or  29  percent, 
relative  to  our  initial  budget  request. 


Small  Wnrinf  Admintatntkia 
NFR  FhsM  n  -  FY  1996  Savl^i 

(budget  autbority,  in  millioos  of  dollars) 


1996  Budget 

NPRQ 

Savinp 

S44S 

$421 

$27 

Business  lom  subsidies 

263 

65 

200 

Surety  bond  guunttBes 

6 

3 

3 

34 

34 

— 

Office  of  tbe  10 

9 

9 

— 

Servidog  fees 

-d2 

-JL 

-:2 

Total 

$749 

$328 

$221 
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Proposed  changes  to  7(a)  Program 

As  pan  of  its  Reinventing  Government  initiative.  SB  A  proposes  the  following  changes  to  bnng 
the  ''(a)  subsidv  rate  to  zero 


BASELINE  SUBSIDY  ESTIMATE 

2.76% 

Effect  of  SBA  proposal: 

End  fee  split 

-0.11% 

Charge  upfront  fee  on  gross  amount 

-0.42% 

Introduce  interest  pass-through 

-2.40% 

Increase  fee  to  lender 

-0  64% 

Reduce  percent  guaranteed 

-0  01% 

Adjust  forecast  assumptions 

0.90% 

PROPOSED  SUBSIDY  ESTIMATE* 

-0.01% 

'Proposals  only  equal  to  -0.01%  on  an  aggregate  basis 
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Chairman   Bond.   Again,   we   appreciate   and   value   your   rec- 
ommendations and  it  is  a  pleasure  to  work  with  you. 
The  hearing  is  adjourned.  Thank  you. 
[Whereupon,  at  12:07  p.m.,  the  Committee  was  adjourned.] 
[Appendix  material  submitted  for  the  record  follows:] 
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OPENING  STATEMENT  OF  SENATOR  BILL  FRIST 

COMMITTEE  ON  SMALL  BUSINESS 

May  18, 1995 


Mr.  Chairman,  I  commend  you  for  holding  this  hearing  on  the  flagship  of  SBA's  small 
business  lending  -  the  7(a)  program.  I  also  appreciate  our  witnesses  --  Mr.  Lader  and  members  of 
the  small  business  lending  community  --  who  have  taken  the  time  today  to  testify  about  their 
experiences  with  the  program  and  ways  to  improve  it. 

1  am  sure  every  Senator  on  this  Committee  understands  the  importance  of  7(a)  loans  to  his 
or  her  state's  small  business  owners.  In  my  home  state  last  year,  448  7(a)  loans  were  awarded  to 
Tennesseans  totaling  more  than  $116  million.  This  year,  the  number  of  loan  approvals  is  expected 
to  rise  almost  50  percent.  I  look  forward  to  working  with  members  of  this  Committee,  the  SBA,  and 
small  business  lenders  and  borrowers  to  ensure  that  adequate  capital  remains  readily  available  for 
our  nation's  number  one  job  creators. 

Mr.  Chairman,  1  hope  our  hearing  today  will  focus  on  two  important  areas.  First,  of  course, 
we  must  address  the  short  term  and  long  term  financing  of  the  7(a)  program  that  benefits  so  many 
small  business  owners  across  the  country.  We  must  ensure  that  the  program  can  meet  the  small 
business  community's  capital  needs  through  the  end  of  this  year. 

More  importantly,  1  hope  we  can  agree  on  broader  reforms  that  improve  services  to  small 
businesses,  better  anticipate  loan  demand,  and  limit  or  eliminate  taxpayer-financed  subsidies  for 
defaults.  The  President  has  already  proposed  one  idea.  But  I  think  other  options  exist  that  we  have 
not  yet  explored.  1  look  forward  to  other  suggestions  that  may  be  submitted  during  the  hearing. 

My  second  pwint  involves  a  broader  issue.  We  need  to  view  any  changes  to  the  7(a)  program 
or  the  SBA  in  the  context  of  a  balanced  budget.  Last  week,  the  Senate  and  House  Republicans 
proposed  the  first  balanced  federal  budget  in  almost  thirty  years,  a  remarkable  achievement.  In  the 
weeks  and  months  ahead,  we  all  must  swallow  some  tough  medicine  to  cure  our  government's 
spending  addiction.  The  decisions  will  not  be  easy,  and  some  of  them  will  be  painfiil.  But  if  we 
reach  our  goal,  we  will  remove  a  significant  financial  burden  from  future  generations  and  open  the 
door  for  dramatic  economic  growth. 

Let  me  highlight  just  one  way  that  balancing  the  budget  will  benefit  small  businesses.  The 
Congressional  Budget  Office  (CBO)  estimates  that  a  balanced  budget  will  reduce  interest  rates  by 
almost  2%.  That  translates  into  $1 ,248  in  interest  savings  every  year  on  a  $75,000  business  loan. 
We  must  ask  ourselves  what  a  2%  reduction  in  interest  rates  would  mean  to  the  7(a)  program  and 
to  small  businesses  in  general.  1  believe  this  reduction  would  allow  more  people  to  start  businesses, 
develop  new  products,  pursue  new  markets,  and  create  new  and  better  jobs. 

We  come  to  this  Committee  time  and  again  to  find  ways  to  improve  access  to  capital  for 
small  business.  As  we  progress  in  our  discussion  today,  we  should  remain  cognizant  of  the  effects 
of  the  deficit  on  every  federal  program  and  every  aspect  of  our  economy.  But  more  importantly,  we 
should  aggressively  pursue  policies  that  will  create  a  healthier  climate  for  our  small  businesses. 
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STATEMENT  BY  SENATOR  FRANK  R.  LAUTENBERG 

Committee  on  Small  Business 

May  18,  1995 

I  thank  the  Chair  for  holding  this  hearing  on  SBA's  7(a)  program.    This  is  perhaps  the 
government's  most  important  program  for  small  business  and  perhaps  it's  most  effective. 

Before  we  begin  a  discussion  of  what  changes  should  be  made  to  this  program,  1  think 
we  should  address  some  fundamental  questions. 

This  Congress  has  begun  to  evaluate  the  proper  role  of  the  federal  government.    This 
issue  was  central  to  the  debate  on  the  Unfunded  Mandates  bill.    It  is  an  issue  that  will  be 
addressed  as  we  work  through  the  budget  process.    Some  members  of  this  body,  although  not 
necessarily  members  of  this  Committee,  have  a  very  narrow  idea  of  what  functions  should 
rightfully  be  performed  by  the  federal  government.    These  members  do  not  believe,  for 
example,  that  we  should  be  involved  in  the  loan  business.    Their  basic  principle  is  that  the 
federal  government  should  not  do  anything  which  the  private  sector  can  do.    But  that,  I  would 
suggest  is  too  narrow  a  notion  of  the  role  of  government. 

If  the  question  is,  "Can  the  private  sector  provide  these  loans  without  a  federal 
guaranty?"  the  answer  is  "of  course  they  can."    But  the  question  should  be  will  they?    Will 
lenders  provide  long-term  loans  to  small  businesses  w-thout  a  guaranty.    I  would  ask  the 
witnesses  whether  they  would  make  these  loans  w'.iiout  the  7(a)  program.    I  suspect  that  those 
few  who  would  say  "yes"  would  also  say  that  the  terms  would  be  so  much  higher  that  many, 
if  not  most,  small  businesses  would  just  forgo  these  long-term  loans. 

Let  me  briefly  explain  the  beneficial  effect  the  7(a)  program  has  had  in  New  Jersey. 
Last  year  alone,  SB  A  approved  over  500  loans  worth  over  $140  million  dollars  in  my  state. 
This  translates  into  almost  3000  new  jobs.    As  was  the  case  in  many  other  states  which 
experienced  a  deep  recession  in  the  late  eighties  and  early  nineties,  it  was  small  business 
which  created  the  jobs  necessary  to  lead  New  Jersey  out  of  its  economic  difficulties.    The  7(a) 
program  fills  a  credit  gap  in  New  Jersey  and  in  all  states.    Until  the  private  sector  is  willing 
to  make  longer-term  loans  to  small  businesses  at  favorable  rates,  we  should  continue  this 
program. 

The  next  issue  we  need  to  address  is  whether  the  program  needs  the  dramatic  overhaul 
suggested  by  the  Administration.    Their  initiative  would  solve  the  program's  chronic  shortage 
of  funds  but  at  a  significant  cost      I  hope  we  will  try  to  determine  if  there  are  other,  more 
palatable  options  before  making  a  commitment  to  this  proposal. 

I  commend  Administrator  Lader  and  his  staff  for  tackling  the  difficult  issue  of  how  to 
increase  the  number  and  amount  of  loans  for  a  popular  and  effective  program  with  a  smaller 
budget.    And  Mr.  Chairman,  I  think  we  all  agree,  whether  we  like  it  or  not  -  and  I  include 
myself  in  the  latter  group  -  SBA  will  have  a  smaller  budget. 
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We  all  know  we  need  to  cut  government  spending.    We  need  to  continue  those 
programs  that  are  the  most  efficient  and  jettison  those  that  are  not  working    Of  course,  Mr. 
Chairman,  the  devil  is  in  the  details  and  our  respective  parties  disagree  on  which  programs 
should  be  saved  and  which  should  be  eliminated 

I  hope  that  at  the  end  of  this  hearing  members  of  this  committee  will  be  convinced 
that  the  7(a)  program  is  still  needed    By  all  accounts,  this  program  is  a  clear  success    This  is 
not  the  time  for  legislators  and  appropriators  to  be  short-sighted. 

As  mentioned  in  the  written  testimony  of  Mr  Canning  of  the   AT&T  Small  Business 
Lending  Corporation,  the  federal  government  will  recoup  multiples  of  the  cost  of  the  7(a) 
program  in  tax  revenues.     Even  if  certain  members  continue  to  believe  we  should  not  be 
involved  in  the  loan  business,  hopefully,  they  can  understand  that  this  is  a  program  that  makes 
money  for  the  government  -  and  since  we  certainly  don't  have  many  of  those,  this  is  a 
program  we  should  keep. 
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STATEMENT  OF  SENATOR  LARRY  PRESSLER 

Committee  on  Small  Business 

May  18, 1995 

I  thank  the  Chairman  for  calling  this  important  hearing  on  the  Small  Business 
Administration's  (SBA)  7(a)  loan  program. 

The  Section  7(a)  Guaranteed  Loans  represents  the  SBA's  most  widely  used  credit 
program.  Last  year  in  my  home  state  of  South  Dakota,  the  SBA  approved  over  $63  million  of 
7(a)  loans  to  small  business.  Nationwide,  7(a)  loans  are  considered  one  of  the  most  useful  to 
small  business  owners,  lenders,  and  policy  makers.  In  fact,  it  is  because  of  this  loan  program's 
popularity  that  we  are  here  today. 

For  the  second  time  in  approximately  two  years,  loan  demand  is  exceeding  SBA's  supply. 
Simply  put,  the  appropriation  Congress  has  given  to  the  7(a)  loan  program  once  again  will  fall 
short  of  projected  use.  Last  Congress  during  my  service  as  Ranking  Member  of  this  Committee, 
we  devised  several  changes  to  the  7(a)  program  which  lowered  its  subsidy  rate  and  made  more 
money  available  for  loans.  Although  this  worked  for  the  remainder  of  1993  and  1994,  the  7(a) 
program  has  outgrown  this  solution. 

Early  this  year,  projected  lending  activity  indicated  the  7(a)  program  would  dry  up  by 
July.  The  program  would  be  sucked  dry  months  before  the  end  of  the  year  despite  the  fact  $20 
million  in  appropriations  carried  over  from  FY  1994.  I  commend  Administrator  Phil  Lader  for 
taking  immediate  action  to  resolve  this  situation.  In  this  time  of  strict  constraints  on  the  federal 
budget,  I  am  pleased  with  the  proposal  to  cut  guarantee  costs  and  ultimately  reduce  the  SBA's 
budget. 

I  am  concerned,  however,  with  how  this  policy  may  affect  the  availability  of  credit  and 
the  willingness  of  the  lending  community  to  participate  in  this  program.  In  my  home  state  of 
South  Dakota,  we  have  many  young,  bright  entrepreneurs.  They  have  great  ideas  for  business 
but  lack  capital.  I  am  concerned  a  reduction  in  the  guarantee  rate  and  introduction  of  new  fees 
may  make  lenders  less  willing  to  assume  risks  of  individuals  with  shallow  credit  histories.  Such 
a  policy  also  may  restrict  lending  to  new  types  of  businesses  that  no  doubt  will  flourish  in  this 
information  age. 

These  are  the  issues  we  must  confront.  I  look  forward  to  working  with  Adminisfrator 
Lader,  may  colleagues,  and  the  small  business  community  as  we  tackle  these  problems. 

I  am  sure  today's  panels  of  vsatnesses  will  offer  many  usefiil  suggestions  to  these  issues. 
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ANSWERS  TO  QUESTIONS  FROM  SENATOR  BOND 
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As  a  follow  up  to  the  question  regarding  the  status  of  the  liquidation  portfolio, 
Ms.  Ryan  responded  that  under  credit  reform,  SBA  has  greater  incentives  to 
liquidate  aggressively.  However,  SBA  officials  have  recently  stated  that  the 
projected  increase  in  the  credit  subsidy  rate  for  FY  1996  is  partially  in  response 
to  a  projected  lower  recovery  rate.  Please  explain  why  SBA  is  projecting  the 
drop  in  the  recovery  rate. 

Answer:  The  FY  1 996  current  services  subsidy  rate  is  projected  to  increase 
only  two  basis  points  to  2.76%  from  2.74%.  Our  Rego  II 
proposal  actually  lowers  the  subsidy  rate  to  zero.  The  credit 
subsidy  models  contain  a  variety  of  "baseline"  assumptions,  most 
of  which  are  simply  reflections  of  past  performance.  For  instance, 
if  SBA  were  to  project  future  loan  guarantee  repurchases,  we 
would  begin  by  examining  past  repurchase  rates.  From  these 
baseline  assumptions,  deviations  are  projected  based  on  the 
estimated  impact  of  administrative  or  policy  changes,  e.g., 
reduction  in  SBA  share.  With  all  other  factors  remaining  constant, 
SBA  expects  recoveries  to  increase  as  we  aggressively  liquidate 
repurchased  loans.  The  Credit  Reform  Act  enhances  the 
incentives  to  recover  losses  since  the  actual  portfolio  performance 
is  compared  to  predicted  performance  on  an  annual  basis.  The 
drop  in  SBA's  projected  recovery  rate  for  our  Rego  II  proposal 
reflects  our  belief  that  recoveries  will  decline  as  the  Agency  allows 
lenders  to  assume  a  greater  portion  of  the  liquidations. 
Historically,  SBA  has  not  charged  the  legal  and  administrative 
costs  of  liquidations  to  the  borrower's  account.  Lenders, 
however,  recoup  these  costs  by  deducting  the  costs  from  the 
proceeds  of  the  sale  of  collateral,  thereby  reducing  recoveries 
when  compared  with  past  practices. 


Have  any  District  Offices  or  Branch  Offices  taken  over  the  liquidation  function 
from  one  or  more  Preferred  Lenders?  If  yes,  please  explain  why  these  actions 
have  been  taken. 

Answer:  Yes,  SBA  offices  have  in  very  rare  situations  taken  over  the  entire 
liquidation  function  from  a  Preferred  Lender.  The  situations 
included: 

a  lender  was  acquired  by  another  lender  that  did  not  want  to 
liquidate  loans  or  make  any  additional  SBA  guaranteed  loans; 
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a  lender  was  taken  out  of  the  Preferred  Lender  program  because 
of  a  high  default  rate; 

because  of  the  loss  of  servicing  personnel,  a  lender  sold  its  loan 
portfolio  except  for  poorly  performing  accounts  which  were 
serviced  by  SBA;  and 

lenders  failed  and  were  taken  over  by  a  regulatory  body. 

Occasionally,  SBA  has  taken  over  the  liquidation  of  individual  cases  from 
Preferred  Lenders  where  the  lender  may  have  an  actual  or  potential 
conflict  of  interest  (i.e.,  if  the  lender  has  non-SBA  loans  to  the  same 
borrower),  or  if  the  lender  has  a  dispute  with  a  particular  borrower. 


3.         Please  provide  the  currency  rates,  default  rates,  and  loss  rates  in  the  7(a)  loan 
portfolio  for  the  following  categories  of  loans: 

a.  All  "seasoned"  loans. 

b.  All  loans  of  $100,000  or  less. 

c.  All  "seasoned"  loans  of  $100,000  or  less. 

The  Agency  has  not  tradionally  separated  our  loans  by  size  categories  when 
calculating  currency,  default  or  loss  rates.  We  started  to  do  so  for  the  LowDoc 
program  when  it  was  introduced.  We  will  begin  to  track  LowDoc  and  other  7(a) 
loans  by  the  category  "seasoned"  in  the  coming  months. 

Answer:         Currency  Rates 

The  currency  rates  are  defined  in  our  analysis  as  all  active  loans 
that  are  currently  receiving  payments  on  time.  The  currency  rate 
for  the  LowDoc  program  is  dated  from  the  inception  of  the 
program  in  December  of  1993  as  opposed  to  the  historical 
portfolio  of  the  other  7(a)  programs.  The  currency  rates  for  the 
areas  requested  are: 

All  7(a)  LowDoc  99.4% 

All  7(a)  Loans  <100K  91% 

All  7(a)  Loans  90% 
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Default  Rates 


Loans  that  are  not  current,  as  stated  above,  are  in  default  status. 
These  are  loans  over  30  days  past  due.  However,  default  status 
can  be  misleading  since  loans  in  either  of  these  categories  can  be 
restructured  or  at  any  tinne  resunne  payment.  The  SBA  tracks 
these  loans  by  three  stages:  past  due  loans  are  30  to  60  days  late 
on  payments;  delinquent  loans  are  tracked  as  those  loans  that  are 
over  60  days  past  due.  Liquidation  refers  to  those  loans  that  the 
lender  has  requested  that  the  SBA  repurchase  its  guaranteed 
portion  and  liquidation  of  the  collateral  has  begun.  Therefore, 
default  rates  are  not  really  applicable  to  guaranteed  loans  and 
should  instead  be  referred  to  as  repurchase  rates  since  the  SBA 
repurchases  the  guaranteed  portion  and  takes  over  the 
management  of  the  loan.  The  SBA's  repurchase  rate  for  all  loans 
has  been  between  17  and  19  percent  throughout  the  life  of  the 
portfolio. 

Loss  Rates 

Loss  rates  must  also  be  understood  in  proper  context,  since  there 
are  many  ways  of  viewing  them.  A  loss  rate  calculation  used  by 
private  sector  lenders  is  known  as  the  commercial  loss  rate. 
Commercial  loss  rates  are  calculated  by  taking  the  total  charge- 
offs  of  a  given  year  and  dividing  it  by  the  average  loan  portfolio 
outstanding  in  that  year.  The  SBA's  commercial  loss  rate  for 
fiscal  year  1994  was  approximately: 

All  7(a)  Loans  <  100K  1 .50% 

All  7{a)  Loans  1.30% 

Technically,  the  loss  rate  for  LowDoc  loans  is  about  zero,  since 
there  have  only  been  a  couple  of  loans  to  date  that  have  been 
charged  off.  Generally,  a  loss  rate  would  not  be  calculated  on  a 
program  that  is  so  young. 


4.        What  percent  of  LowDoc  loans  have  been  made  to  businesses  that  would  be 
defined  as  start  up  businesses? 
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Answer:  Approximately  7,700  (37  percent)  of  the  20,970  LowDoc  loans  made 
during  FY  1 995  (October  1 ,  1 994  to  May  26,  1 995)  have  gone  to  start- 
up businesses. 


Since  the  March  27,  1 995,  announcement  of  Rego  II  to  reduce  the  subsidy  rate 
to  zero  for  the  504  program,  have  there  been  any  changes  in  the  program  that 
would  impact  the  credit  subsidy  rate?  Is  the  12.5  basis  point  fee  still  sufficient 
to  take  the  program  to  a  zero  credit  subsidy  level? 

Answer;  As  you  know,  the  subsidy  rate  has  already  been  determined  for  FY 
1 996.  If  the  Administration's  proposals  are  adopted  the  subsidy 
rate  will  be  reduced  to  zero.  If  no  program  reforms  are  enacted 
the  subsidy  rate  will  remain  at  0.57  percent. 

There  have  been  no  changes  to  the  504  program  since  the 
announcement  of  Rego  II  that  would  impact  the  subsidy  rate.  As 
we  have  previously  stated,  the  SBA  is  in  the  process  of 
conducting  an  extensive  review  of  all  our  subsidy  rates  as  required 
by  the  Federal  Credit  Reform  Act.  The  findings  of  the  review  will 
enable  us  to  perform  subsidy  re-estimates  and  establish  new 
baselines.  However,  all  technical  assumptions  for  the  FY  1996 
budget  are  fixed  and  will  not  be  impacted  by  the  review  findings. 
Therefore,  the  12.5  basis  point  fee  is  still  sufficient  to  lower  the 
subsidy  rate  to  zero. 


The  credit  subsidy  level  proposed  by  the  Administration  for  FY  96  includes 
a"hedge"  of  90  basis  points.  You  state  this  "hedge"  is  needed  in  case  your 
credit  assumptions  are  wrong.  What  happens  to  the  excess  payment  SBA  will 
collect  on  each  loan  if  your  initial  assumptions  are  correct?  What  has  happened 
in  past  years  when  appropriations  and  fees  exceeded  the  cost  of  the  program? 
Have  refunds  been  made?  What  does  the  federal  government  do  with  the 
excess? 


Answer:  As  required  by  Credit  Reform,  if  this  approach  proves  to  have  been 
overly  conservative,  the  excess  payments  for  that  fiscal  year  will 
remain  as  loan  loss  reserves  until  the  loan  cohort  reaches  the  end 
of  its  maturity.  At  that  time,  the  excess  is  returned  to  the  general 
receipts  of  Treasury.  To  date,  no  such  returns  have  been  made 
since  we  are  still  in  the  very  early  stages  of  credit  reform  (subsidy 
appropriations  began  in  FY  1992).  Conversely,  if  the  loan  loss 
reserves  for  a  particular  cohort  are  underestimated,  the  Treasury 
will  provide  the  difference. 
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ANSWERS  TO  QUESTIONS  FROM  SENATOR  PRESSLER 
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South  Dakota's  economy  depends  heavily  upon  small  businesses.  Some  of  the 
state's  largest  employers  once  were  small  businesses  and  have  grown  to  be 
leaders  in  their  respective  industry.  I  predict  economic  growth  in  my  home 
state  will  continue  to  come  from  the  small  business  sector.  However,  access 
to  SBA  guaranteed  loans  has  and  will  continue  to  play  a  critical  role  in  this 
growth.  I  think  most  banks  in  the  small  cities  of  my  state  would  consider  the 
fee  to  be  more  than  just  a  small  imposition.  How  do  you  think  this  proposal  will 
affect  loan  activity?   Will  it  deter  potential  entrepreneurs? 

Answer:  SBA  does  not  expect  to  see  any  significant  negative  impact  on 
loan  demand  from  this  proposal.  SBA's  guaranty  loan  programs 
are  designed  to  meet  the  needs  of  those  businesses  which  cannot 
access  the  needed  capital  on  reasonable  terms  otherwise.  Only  if 
the  lender  is  unwilling  to  provide  the  funds,  will  it  request  SBA's 
guaranty. 

On  an  average  LowDoc  loan  of  $54,000,  the  lender  will  pay  an 
additional  $523  over  the  life  of  the  loan.  On  a  regular  7(a)  loan  of 
$170,000  the  lender  will  pay  an  additional  $3,831  over  the  term 
of  the  loan.  With  the  costs  so  minimal  in  comparison  to  the 
benefits,  SBA  does  not  see  this  adversely  impacting 
entrepreneurship.  In  fact  under  Rego  11,  the  Agency  will  be  able 
to  provide  small  business  with  substantially  more  funds  through 
the  7(a)  program  because  an  increase  in  the  program  levels  to 
authorized  levels  can  be  achieved. 


2.  As  I  indicated  in  my  statement,  I  am  concerned  that  the  proposed  fee  on  7(a) 
borrowers  may  be  substantial  enough  to  discourage  a  small  enterprise  from 
using  this  important  program.  Taking  into  account  the  average  size  of  a  7(a) 
loan,  could  you  approximate  what  such  a  fee  could  cost  the  borrower? 

Answer:  On  an  average  7(a)  loan  of  $170,000,  the  borrower  will  pay  an 
additional  $51  per  month  in  interest  and  an  additional  one  time 
guaranty  fee  of  $510. 

The  proposed  fees  are  relatively  insignificant  to  the  small  business 
concern,  when  compared  to  the  benefit  of  obtaining  the  necessary 
capital  on  reasonable  terms. 

3.  How  do  you  anticipate  the  new  fees  will  affect  activity  on  the  secondary 
market?  Do  you  think  such  fees  could  reduce  sales  on  the  secondary  market 
enough  to  create  shortfalls  in  the  secondary  market  fees  Congress  enacted  in 
1993? 

Answer:  Based  on  conversations  with  lenders  and  our  secondary  market 
transfer  agent,  SBA  believes  that  the  changes  proposed  in  REGO 
11  will  generate  increased  activity  in  secondary  market  sales.  The 
lenders  have  indicated  that  implementing  a  40  basis  point  fee  on 
all  loans  will  "level  the  playing  field"  between  those  lenders  that 
now  sell  in  the  secondary  market  and  those  that  do  not. 
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MICMAKL  GALLAGHER 

WELLS  FARGO  BANK 

SAN  JOSE.  CALIFORNIA 

Responses  to  post-hearing  questions  posed  by  Senator  Pressler 

Hearing  on  the  Small  Business  Administration's  7(a)  Business  Loan  Program 

May  18,  1995 

1  think  we  all  can  agree  that  a  change  must  be  made  in  the  current  7(a)  loan  program  to 
accommodate  its  increasing  popularity.    It  also  appears  that  you  are  reluctant  to  accept 
immediately  the  SBA  proposal.   Could  you  recommend  alternative  approaches  to  this  problem? 

There  are  alternatives  to  the  SBA's  budget  proposal.    In  my  prepared  testimony  I  outline  a 
proposal  whereby  the  SBA's  loan  guaranty  programs  could  be  self-funding  if  the  SBA  were  to 
become  the  monopoly  buyer/market  maker  of  7(a)  guaranteed  loans. 

How  do  you  foresee  the  SBA  proposal  affecting  activity  on  the  secondary  market?   Will 
additional  fees  impede  access  to  credit? 

I  do  not  believe  the  SBA  proposal  (of  increased  user  fees)  will  affect  the  secondary  market. 
Banks  that  use  the  secondary  market  use  it  for  liquidity  as  much  as  they  use  it  to  earn  excess 
origination  income. 

Higher  user  fees  will  not  significantly  affect  access  to  credit.    Our  experience  as  both  a 
conventional  and  government  enhanced  lender  is  that  access  to  credit  (e.g.  whether  or  not  a 
small  business  can  get  any  loan)  is  a  much  more  important  issue  than  the  price  of  credit. 

To  what  extent  will  SBA's  proposed  fees  and  guarantee  reduction  make  your  institutions  less 
willing  to  make  loans  to  fledgling  entrepreneurs  with  little  credit  history? 

Wells  Fargo  Bank  does  not  anticipate  changing  its  lending  guidelines  in  response  to  the  SBA's 
higher  user  fees. 

We  do,  however,  believe  that  the  Congress  should  eliminate  the  price  ceilings  on  SBA  loans. 
The  SBA  ceilings  sometimes  mean  that  riskier  loans  get  priced  at  levels  below  conventional 
loans.  Such  a  price  difference  encourages  a  "cannibalization"  whereby  conventionally  do-able 
loans  may  get  done  as  SBA  loans  to  obtain  the  preferential  pricing.  This  is  especially  the  case 
on  the  smallest  working  capital  loans.  Our  bank  often  charges  Prime+6.75%  for  lines  of  credit 
less  than  $50,000.  The  SBA's  maximum  allowed  rate  is  either  Prime+3.75%  or  Prime+4.75% 
depending  on  loan  size. 

We  would  urge  that  the  market  determine  price.    The  market  will  take  both  risk  and  the 
reduced  risk  of  a  government  guarantee  into  consideration. 

A  constituent  recently  contacted  me  after  being  denied  a  7(a)  loan.    Despite  receiving  a 
recommendation  from  his  banker,  the  SBA  was  unwilling  to  make  the  loan.    Among  the 
reasons,  the  SBA  cited  lack  of  collateral.    Unfortunately,  this  high  tech  business'  plan  to 
develop  a  highly  marketable  product  have  been  delayed.    Are  the  SBA's  credit  programs 
flexible  enough  to  include  the  explosion  of  high  tech  businesses  wanting  to  participate  in  the 
information  marketplace? 

1  believe  your  scenario  of  a  high-tech  start-up  business  being  denied  a  SBA  loan  would  best  be 
addressed  by  the  SBA  itself  based  on  more  details  of  the  specific  request. 

Thank  you  for  the  opportunity  to  respond  to  your  questions. 
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Answers  of  AT&T  Small  Business  Lending  Corporation  to  the 
Questions  Posed  by  Senator  Pressler 


Question:  I  think  we  all  can  agree  that  a  change  must  be  made  in  the  current  7(a)  loan 
program  to  accommodate  its  increasing  popularity.  It  also  appears  that  you  are 
reluctant  to  accept  immediately  the  SBA  proposal.  Could  you  recommend  alternative 
approaches  to  this  problem? 

Answer:  An  alternative  approach  to  the  SBA's  legislative  proposal  is  to  reduce  the 
subsidy  rate,  rather  than  take  it  all  the  way  to  zero.  Thus,  the  fees  imposed  on 
borrowers  and  lenders  can  be  held  to  amounts  that  can  be  more  readily  absorbed  by 
small  businesses,  while  still  reducing  the  cost  of  the  7(a)  program  to  taxpayers.  In  our 
view,  fair  and  equitable  balancing  of  the  interests  of  the  taxpayer,  the  small  business 
borrower  and  the  lender  is  contained  in  the  Small  Business  Lending  Enhancement  Act 
introduced  by  Senator  Bond  on  June  8,  1995. 


2)        Question:  How  do  you  foresee  the  SBA  proposal  affecting  activity  on  the  secondary 
market?  Will  additional  fees  impede  access  to  credit? 

Answer:  The  SBA  proposal  could  adversely  affect  activity  on  the  secondary  market  if 
fewer  7(a)  loans  are  made  as  a  result  of  increased  interest  rates  and  fees.   If  fewer  loans 
are  made,  fewer  wiU  be  available  on  the  secondary  market,  and,  therefore,  less  capital 
will  be  generated  for  new  lending  to  small  businesses. 


3)         Question:  To  what  extent  will  SBA's  proposed  fees  and  guarantee  reduction  make  your 
institutions  less  willing  to  make  loans  to  fledgling  entrepreneurs  with  little  credit 
history? 

Answer:  Qur  institution  makes  loans  to  fledgling  entrepreneurs  based  on  their  ability  to 
repay  and  our  realization  of  a  reasonable  return  on  the  funds  we  disburse.  The 
potential  adverse  impact  of  SBA's  proposed  rate  and  fee  increases  on  borrowers  and  on 
us,  as  a  lender,  could  cause  us  to  be  less  willing  to  make  7(a)  loans.  As  long  as  fee 
increases  enacted  by  Congress  are  reasonable,  can  be  absorbed  by  the  borrower  and  the 
lender,  and  repayment  of  the  loan  can  be  achieved,  we  plan  to  be  a  very  active 
participant  in  the  7(a)  program. 
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4)         Question:   A  constituent  recently  contacted  me  after  being  denied  a  7(a)  loan.  Despite 
receiving  a  recommendation  from  his  banker,  the  SBA  was  unwilling  to  make  the  loan. 
Among  the  reasons,  the  SBA  cited  lack  of  collateral.   Unfortunately,  this  high  tech 
business'  plans  to  develop  a  highly  marketable  product  have  been  delayed.   Are  the 
SBA's  credit  programs  flexible  enough  to  include  the  explosion  of  high  tech  businesses 
wanting  to  participate  in  the  information  marketplace? 

Answer:   The  SBA's  programs  are  sufficiendy  flexible  to  permit  lending  to  high-tech 
businesses,  provided  that  collateral,  credit  and  repayment  prospects  meet  SBA 
guidelines.  It  is  in  the  interest  of  both  the  lender  and  the  SBA  that  at  least  some  level 
of  collateral  be  available  should  the  loan  go  into  default. 


June  14,  1995 
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JOE  W.  SCALLORNS,  PRESIDENT 

THE  FARMERS  AND  TRADERS  BANK 

CALIFORNIA,  MISSOURI 

Responses  to  post-hearing  questions  posed  by  Senator  Pressler 

Hearing  on  the  Small  Business  Administration's  7(a)  Business  Loan  Program 

May  18,  1995 

Q:         I  think  we  all  can  agree  that  a  change  must  be  made  in  the  current  7(a)  loan  program  to 
accommodate  its  increasing  popularity.  It  also  appears  that  you  are  reluctant  to  accept 
immediately  the  SBA  proposal.  Could  you  recommend  alternative  approaches  to  this 
problem? 

A:         I  believe  that  the  system  could  stand  lower  guarantees  better  than  it  could  stand  increased 
fees.  As  we  discussed  earlier,  the  SBA  proposal  on  fees  is  complex.  The  range  of 
guarantee  percentage  is  also  complex  and  confiasing.  It  would  appear  that  a  simpler 
program  would  be  one  that  would  set  a  maximum  guaranty  percentage  and  a  maximum 
guaranty  amount.  It  could  be  the  same  percentage  and  the  same  amount,  whether  it's 
7(a),  LowDoc,  certified  or  preferred.  That  would  seem  to  be  better  than  having  a 
maximum  on  the  loan  amount  and  varying  maximum  guaranty  percentages.  The 
suggestion  made  by  Mr.  Cox  regarding  the  lender  handling  liquidations  also  has  merit 
and  should  reduce  the  cost  to  the  SBA. 

Q:         How  do  you  foresee  the  SBA  proposal  affecting  activity  on  the  secondary  market?  Will 
additional  fees  impede  access  to  credit? 

A:         As  I  stated  earlier,  common  sense  will  tell  you  that  if  you  raise  the  costs  to  the  borrower 
and  reduce  the  yield  of  the  lender  small  business  will  not  get  access  to  the  capital  it 
needs.  As  long  as  guarantees  exist,  there  will  be  a  secondary  market  for  the  guaranteed 
portion  of  loans  made.  My  fear  is  that  those  businesses  at  the  margin  will  not  get  the 
credit  if  fees  are  increased. 

Q:         To  what  extent  will  SBA's  proposed  fees  and  guarantee  reduction  make  your  institutions 
less  willing  to  make  loans  to  fledgling  entrepreneurs  with  little  credit  history? 

A:         An  SBA  guarantee  does  not  eliminate  risk  nor  prevent  loss.  It  is  an  enhancement  to  the 
credit  of  the  small  business  that  gives  me  the  ability  to  offer  terms  and  conditions  that 
otherwise  I  could  not.  If  the  enhancement  (guarantee)  is  too  costly  to  me  or  the 
borrower;  or  if  it  is  too  complex,  I  will  be  less  willing  to  use  it  as  a  tool. 

Q:  A  constituent  recently  contacted  me  after  being  denied  a  7(a)  loan.  Despite  receiving  a 
recommendation  from  his  banker,  the  SBA  was  unwilling  to  make  the  loan.  Among  the 
reasons,  the  SBA  cited  lack  of  collateral.  Unfortunately,  this  high  tech  business'  plans  to 
develop  a  highly  marketable  product  have  been  delayed.  Are  the  SBA's  credit  programs 
flexible  enough  to  include  the  explosion  of  high  tech  businesses  wanting  to  participate  in 
the  information  marketplace? 

A:         An  SBA  guaranty  is  not  available  to  the  lender  for  borrowers  who  meet  all  the  normal 
requirements  of  credit.  Character  should  be  a  given  in  any  loan.  However,  it  is  the 
shortage  of  collateral,  capital,  or  proven  capacity  that  can  be  overcome  with  the  guaranty. 
I  have  a  simple  credit  policy  in  my  Bank.  1 )  Does  the  deal  make  sense?  2)  Is  there  a 
way  out?  3)  Is  there  a  second  way  out?  Most  times  the  guaranty  supplements  the  second 
way  out. 
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LYLE  FREDERICKSON,  MANAGER,  GOVERNMENT  LOAN  CENTER 
BANK  ONE,  PHOENIX, 

Responses  to  questions  posed  by  Senator  Pressler 

Hearing  on  the  Small  Business  Administration's  7(a)  Business  Loan  Program 

May  18,  1995 


Q:      I  think  we  all  can  agree  that  a  change  must  be  made  in  the  current  7(a)  loan  program  to 
accommodate  its  increasing  popularity.  It  also  appears  that  you  are  reluctant  to  accept 
immediatelyl  the  SBA  proposal.  Could  you  recommend  altemtive  approaches  to  this 
problem? 

A:      Alternative  changes  to  the  proposed  SBA  policy  would  include  the  following: 

•  Charge  one  fee  only  which  is  the  Origination  Fee.  Raise  the  fee  to  whatever  level 
needed  to  solve  for  the  desired  subsidy. 

•  The  Origination  Fee  should  be  charged  on  the  guaranteed  portion  of  the  loan  only. 

•  Provide  incremental  fee  structure  (e.g.  2  percent  on  guaranteed  portion  up  to 
$100,000,  3  percent  from  $100,000  to  $250,000,  4  percent  of  amount  of  $250,000  to 
$500,000,  5  percent  of  $500,000  to  $750,000). 

Senator,  the  bottom  line  here  is  to  keep  it  simple  and  affordable.  The  lower-dollar  loans 
are  especially  vulnerable.  If  the  fee  to  the  lender  is  too  high  or  too  complex  (increasing 
processing  costs)  the  lender  may  simply  exit  the  market  on  these  loans  under  $100,000. 
That  is  the  market  SBA  has  worked  to  reach.  Simply  put,  the  higher  the  cost,  the  higher 
the  lower-limit  of  loan  a  lender  will  consider.  This  is  the  reason  for  the  suggestion  of  an 
incremental  fee  policy. 

Q:      How  do  you  foresee  the  SBA  proposal  affectin  activity  on  the  secondary  market?  Will 
additional  fees  impede  access  to  credit? 

A:      The  effect  on  the  secondary  market  may  be  that  banks  or  lenders  who  are  well-capitalized 
who  have  not  used  the  secondary  market  in  the  past  may  now  do  so. 

The  lender  must,  however,  at  the  end  of  the  day,  evaluate  this  product  and  determine 
whether  it's  profitable.  The  secondary  market  can  assist  profitablity  on  real  estate  loans 
but  it  is  the  working  capital  and  equipment  acquisition  loans  which  help  the  small  business 
and  create  those  jobs.  The  secondary  market  is  not  so  attractive  for  these  loans  and  our  exit 
strategy  may  be  in  order  for  those  lenders  who  now  particpate  in  this  type  of  transaction. 
These  are  the  lenders  who  do  not  sell  loans  today  in  the  secondary  market.  I  don't  see  the 
secondary  market  paying  any  more  for  those  loans  as  a  result  of  the  SBA  changes. 

In  summary,  it  is  the  borrower  of  the  smaller  loan  who  is  most  likelly  to  be  effected. 
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Q:      To  what  extent  will  SBA's  proposed  fees  and  guarantee  reduction  make  your  institutions 
less  willing  to  make  loans  to  fledgling  entrepreneurs  with  little  credit  history? 

How  interesting  that  you  ask  about  our  willingness  to  make  loans  to  fledgling  companies 
under  the  proposed  loan  structure.  That  is  what  I  addressed  as  concerns  in  questions 
1  and  2. 

I  would  further  explain  that  raising  the  quaranty  amount  to  $1,000,000  offers  the  lender  a 
much  larger  market  for  real  estate  loans  and  offers  an  attractive  alternative  to  working 
capital  loans. 

Senator  Pressler,  a  lenders  first  obligation  is  to  provide  profit  to  its  owner.  We  will 
evaluate  the  program  with  its  fees  and  potential  revenue  and  if  the  smaller  loans  are  cost- 
prohibitive  you  can  expect  less  lenders  to  be  involved.  The  fee  structure  under  Reg.  II 
appears  to  be  prohibitive  to  the  small  loans  and  you  can  expect  the  average  SBA  loan  size 
to  increase. 

As  I  pointed  out  in  my  previous  testimony,  a  good-performing  bank  has  an  ROA  of  1 .00. 
If  SBA  changes  an  additional  40  basis  points  to  service  a  loan  the  profit  on  that  loan  has 
been  reduced  by  nearly  one  half 

Those  who  are  not  in  the  lending  business  are  often  not  aware  of  the  magnitude  of  impact 
of  a  fee  of  'A  point.  Actually,  it  can  mean  the  difference  between  participation  or  non- 
participation  in  a  line  of  business. 

Most  lenders  will  take  the  new  policy,  evaluate  costs  and  expected  revenues,  and  set  a 
lower-limit  loan  amount.  It  will  then  pursue  the  loans  over  that  amount.  If  the  fee 
structure  was  altered  to  that  I  described  in  my  response  to  question  #1,1  would  expect  there 
to  be  more  activity  with  regard  to  the  smaller  loans.  If  policy  remains  as  proposed  by  SBA 
I  would  expect  less  activity  in  loans  less  than  $200,000. 

Q:      A  constituent  recently  contacted  me  after  being  denied  a  7(a)  loan.  Despite  receiving  a 
recommendation  from  his  banker,  the  SBA  was  unwilling  to  make  the  loan.  Among  the 
reasons,  the  SBA  cited  lack  of  collateral.  Unforunately  this  high  tech  business'  plans  to 
develop  a  highly  marketable  product  have  been  delayed.  Are  the  SBA's  credit  programs 
flexible  enough  to  include  the  explosion  of  high  tech  businesses  wanting  to  participate  in 
the  information  marketplace? 

SBA  credit  underwriting  can  differ  from  state  to  state,  more  specifically  district  to  district. 

The  constituent  who  contacted  you  about  being  tumed-down  for  a  loan  may  have  been  a 
new  company,  which  increases  risk.  High-tech  business  is  also  an  industry  with  high 
relative  risk.  If  the  principal  of  the  business  did  not  have  outside  collateral,  income,  or 
both,  the  loan  would  be  difficult. 

High-tech  often  has  to  look  toward  an  equity-partner  to  raise  capital  if  it  has  no  collateral 
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or  secondary  sources  of  repayment  if  it's  product  does  not  perform  as  expected.  I  have 
financed  start-up  high  tech  but  only  when  these  strong  secondary  elements,  along  with 
confidence  in  experienced  management,  are  present. 

Perhaps  there  is  an  SBIC  or  SBDC  in  the  area  who  could  help  to  find  an  investor  who 
could  provide  seed  money  for  this  project.  They  should  be  resourceful. 

Risk  and  lending  are  closely  related.  The  worst  thing  a  bank  or  SBA  can  do  is  to  lend  to  a 
company  who  can't  pay  the  loan  back.  The  lender  may  easily  absorb  the  loss  of  capital  on 
a  loan  loss,  but  it  will  have  taken  all  the  borrower  has,  had,  or  possibly  will  have.  The 
borrower  is  the  biggest  loser  in  this  case. 

The  SBA  will  allow  an  appeal  of  a  decision  and  that  remains  an  alternative. 

hi  conclusion  I  would  say  that  this  example  probably  is  not  an  example  of  prohibitive 
policy  but  of  credit  judgement  and  industry  risk. 

Thank  you  for  this  honor  and  opportunity  and  I  look  forward  to  being  of  assitance  in  the 
future. 
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